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COMMENT AND OPINION 


Running with a Pack 
. V. W. T. Scully, Deputy Minis- 
ter of National Revenue for Taxa- 
tion, in his recent address to the Insti- 
tute of Chartered Accountants of On- 
tario, made a statement, the purport of 
which has long been in our minds for 
comment in these pages. We have 


awaited an opportunity to express our- 
selves in this matter and here are our 
thoughts. 

The statement is “The Department 


examines with the greatest care returns 
supported by financial statements pre- 
pared by accountants whose clients have 
already come under suspicion” (see page 
155 in this issue). 

Mr. Scully was, presumably, most 
careful to leave no inference that these 
accountants are under suspicion, but we 
wish to dwell on that possibility in this 
note. Those of us who have growing 
children know that they are conditioned 
to a considerable extent by their friends 
and we try to ensure that they stay in 
what we consider to be good company. 
We all know that every dog in a pack 
comes under suspicion when the pack 
runs wild and causes injury to persons 
or animals or damage to property. The 
prestige and reputation of grown people 
depend to a large extent on the com- 
pany they keep and the character of those 
with whom they are constantly in close 
contact. 

Individuals permitting themselves to 


“run with a pack” which is under sus- 
picion for any reason will invariably find 
that some part of the suspicion held 
against the others will be held against 
them. That this applies to accountants 
is particularly evident when the practice 
of a public accountant is found to consist 
largely of clients engaged in the same 
type of enterprise and having common 
objectives and similar problems. It must 
be in such a case that either the group 
of clients exerts influence over the ac- 
countant or that the accountant exerts in- 
fluence over the group. If the group 
comes under suspicion, the accountant is 
bound to be looked at askance. 

The greatest effort, for their own good, 
should be made by all public account- 
ants to keep their practices diversified. 
Independence is the all-important cri- 
terion of the trusted public accountant. 
How can such independence be taken for 
granted or, if need be, demonstrated, if 
the bulk of one’s clientele is found to 
be a group closely connected and with a 
common purpose? 

This common purpose may not be an 
illegal one under close definitions of ap- 
propriate statutes; it may be merely one 
which is repugnant to a substantial num- 
ber of thinking people. To cite but one 
example outside the accounting field, 
there is nothing illegal about “ambu- 
lance chasing”; yet we have heard, per- 
haps only by way of gossip, of mem- 
bers of several professions who, by a 
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course of action resulting in their com- 
ing constantly to the notice of thinking 
people, give the impression that they are 
“ambulance chasers”. Their reputation 
is not thereby enhanced, although temp- 
orarily their pocket-books may be in ex- 
cellent order. 

Specialization is all right to a degree, 
but it has hazards which are well worth 
being kept constantly in mind. 


Tacit Connivance 


NUMBER of our members have 
taken the view that Mr. Saully’s 
words which immediately followed the 
phrase quoted in the previous comment 
are unfair to public accountants general- 
ly. It may be that one’s recollection of 
what has been said is not altogether pre- 
cise and leads to inferences which were 
not intended. For our part, we feel 
that no serious objection can be taken. 
If we are wrong, we should be most in- 
terested to learn of more than a few 
cases of deliberate fraud in which it can 
be shown that a reasonably vigilant au- 
ditor would not have his suspicions. The 
complaint is that these suspicions were 
not followed up. Here are the words 
(they will be found in their proper con- 
text on page 155),— 
To you representing a wide range of 
taxpayers, I should say that few cases of 
deliberate fraud can be carried out effec- 
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tively without at least the tacit conniv- 
ance of the taxpayer’s auditors. This is a 
grievous reflection on the profession. For- 
tunately, it has a narrow application. I 
suggest that all of you should be eternally 
vigilant. Fraud is fraud and is none the 
less reprehensible because the public purse 
is the one that is being robbed. I be- 
lieve that an accountant has an important 
duty to his profession and his commun- 
ity, as well as to his client. The Depart- 
ment’s efforts in this phase of its work are 
worthy of full support. 

Possibly the sentence “This is a griev- 
ous reflection on the profession” is a 
little strong. We wonder if the pecca- 
dilloes of a few members of the staff of 
the Department would be considered by 
Mr. Scully as a “grievous reflection’’ on 
the Department. We do not think he 


would admit that in a serious vein. They 
certainly are reflections, but are to be 
expected under any law of averages. 


The Department itself helps not at all 


in assisting the profession generally to 
deal with its few cases. Presumably, a 
“deliberate fraud’”’ would result in a pro- 
secution. In that case, it should be easy 
to set up in the Court proceedings the 
“tacit connivance” of the auditor, there- 
by giving the profession's disciplinary 
committees something to work on. The 
professions are as anxious as the Depart- 
ment is to keep their own houses clean. 





Administration 
Of Income Tax 


By V. W. T. Scully, O.B.E., F.C.A. 


(Deputy Minister of National Revenue for Taxation) 


The organization of the Taxation 
Division of the Department of National Revenue 


[ MY VIEW, the professional ac- 
countant can play his great role in 
national affairs only if his objectives in- 
clude,— 
. The attainment of high skill in the 
science of accounting; 
. Scrupulous observance of the rules and 
ethics of the profession; 
. Personal integrity above and beyond the 
reach of calumny or slander. 

These are objectives not easy to at- 
tain, but easy to lose sight of in the 
swiftly moving tide of modern practice. 
High standards of skill and conduct are, 
in my opinion, so important that with- 
out them we as a profession have noth- 
ing. It is very fortunate for Canada 
and for us Canadians who have taken up 
accounting as a profession that those men 
who built the provincial Institutes of 
Chartered Accountants never lost sight 
of these aims and never permitted their 
weaker associates to forget them. 

High standards are important to the 
Department of National Revenue because 
it employs more professional accountants 
than any other organization in Canada 
(there are 240 chartered accountants in 
the Division as well as a large number 
of members of other well-known and 


highly regarded associations of account- 
ants), and because the work of the Di- 
vision, to a large extent, is influenced 
by the skill and integrity of those who 
advise the public on their tax problems. 

During recent years — especially since 
the war — working conditions in the 
Division have improved to such an ex- 
tent that ambitious, able and vigorous 
young men can look forward with cer- 
tainty to worthwhile and honourable 
careers in the Division. I should add 
that it is becoming extremely difficult to 
get in. Standards are being maintained 
at high levels and even those who can 
qualify, but who are looking for soft 
jobs, easy hours or merely security, had 
best look elsewhere. 

Organization 

First, there is the Minister. He is the 
head of the Department, elected to Par- 
liament by the democratic system and 
required by that system to answer to 
Parliament for everything his Department 
does. While he is certainly the political 
head of National Revenue, he is also 
deeply and actively concerned in the ad- 
ministration work. In this regard, he is 
in constant touch with his senior officials 
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and expects to be and is consulted on all 
policy matters and all administrative de- 
cisions of consequence. Incidentally, it 
is the custom in this country for many 
people to write directly to the Minister 
about their tax problems and many of 
these letters require and get the Minis- 
ter's personal attention. 

It is part of my duty [as Deputy Min- 
ister for Taxation] to see that the Min- 
ister is kept fully informed of what the 
Division is doing. Generally, this is ac- 
complished by formal reporting but more 
usefully, in some ways, by frequent con- 
sultations which include, as the occasion 
warrants, the senior and technical officers 
who are associated with me. 

Next, I suppose I should include my 
own office which consists of myself and 
my secretary. The Assistant Deputy 
Minister, Mr. Gavsie, is a lawyer. As 
you may gather, Mr. Gavsie and I work 
closely together. While a very consider- 
able amount of work and responsibility 
has been delegated to other officials at 
head office and the district offices, there 
is enough left to keep us going without 
much respite. The measure of this will 
be clearer to you if you will remember 
that in addition to directing the work of 
the whole Department (which includes 
considering all the major staff, organiza- 
tion and technical problems that arise in 
a large Department) much time must 
be given to the public and their advisers. 
I endeavour to be available at all times 
to see the taxpayer who feels that I per- 
sonally should consider his particular 
case. It is a time-consuming task but 
one that cannot be delegated satisfactor- 
ily. 

On this matter, I would suggest to 
those of you who are active in the tax 
field that appointments with me or other 
head office officials can be made more 
easily and effectively through the local 
district offices. Much time can be saved 
for all of us if this method is followed. 
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The main body of the Division divides 
into two principal groups: 

(a) The Tax Group — consisting of the 
assessing, succession duty, special in- 
vestigation and legal branches; 

(b) The Administration Group. 

The head office subdivisions, except 

for the Legal Branch, are roughly fol- 
lowed in the district offices. 


The Tax Group 


The Tax Group is relatively small in 
numbers but contains a preponderance 
of highly qualified legal and accounting 
people. 

At present, the Department is carry- 
ing out a programme of consolidating its 
assessing units in order that better ser- 
vice can be rendered to the public. An 
important result of this will be a more 
economical and efficient use of profes- 
sionally-trained men and women. To 
some extent, these are dispersed at pres- 
ent by a somewhat illogical division of 
work among what are widely known as 
the T.1, T.2 and succession duty bran- 
ches. 


The Administration Group 


Approximately two-thirds of the whole 
staff are in the administration field. Here, 
there are three main subdivisions: 

i. Inspection; 
ii. Personnel; 

iii. Administrative Services. 

Inspection is the branch that is con- 
stantly examining into the activities of 
all units of the Division, probing and 
scrutinizing, not so much as internal 
auditors but as the eyes and ears of the 
Deputy Minister. It brings to light waste, 
duplications, departures from prescribed 
methods, etc. and, what is equally im- 
portant, it keeps the Deputy Minister in 
close touch with the widely scattered ac- 
tivities of the Division throughout the 
country. 

The personnel branch recruits, selects, 
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promotes, demotes. In fact, this is the 
unit which keeps the Department alive. 
Up to a very short time ago, the Taxa- 
tion Division was the orphan of the pub- 
lic service. It was created as a tempor- 
ary Department during the first war and 
was not in fact a part of the Civil Ser- 
vice. This has now been changed, I am 
happy to say. Not only does the change 
add to the prestige of the staff but it 
does insure to them all the benefits and 
advantages available to the Civil Service 
— the most important of which is ap- 
pointment and promotion by the compe- 
titive system. The full effects of this 
radical change are not yet apparent. I 
mention it because it marks an important 
milestone in the progress of the Di- 
vision. 

The administrative services group is 
the Division's largest. Here are account- 
ing, collections, statistics, forms, tax-roll, 
files, accommodation, and all the other 
multitudinous jobs that modern society 
seems to require of its servants. 


To illustrate, I will take the tax-roll. 
In effect, here is where the Division be- 
gins. The tax-roll is the list of all per- 
sons and corporations who are or might 
be or should be taxpayers. It is com- 
piled from information returns, director- 
ies and other sources. Recently, the tax- 
roll operation was combined with the 
filing. This combined unit is now known 
internally as tax-roll files. Substantial 
economy and greater efficiency have been 
effected by the consolidation. The De- 
partment has approximately 3,850,000 
active files and approximately 4,725,000 
names on the tax-roll. These operations, 
of course, are conducted in the district 
offices. 

Another most important job that falls 
to the administrative services group is 
the accounting-collection operation. Until 
quite recently, accounting, collections and 
cashiers were three separate units. They 
are now being combined into one. This 
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again results in economy and efficiency. 
The Department has approximately 567,- 
500 open accounts. The number varies 
during the fiscal year, rising steeply in 
the first six months when the new assess- 
ments are going out and falling in the 
second half as the collection operation 
speeds up. Since the inception of income 
tax, some 33 years ago, accounts deemed 
to be uncollectible amount to some $6,- 
944,710, less than .0543% of the total 
amount collected. A very considerable 
part of the cost of operating the Division 
is attributable to delinquent taxpayers 
who represent a small part of the total 
in numbers and in amounts of taxes. 
Since most of you are taxpayers, you 
should realize that you bear this cost. 
I find it discouraging at times to learn 
of professional accountants advising 
clients to delay tax payments or to ar- 
range their affairs so that taxes are not 
paid until the Department takes action. 
That a substantial part of these taxes has 
to be spent to ensure their collection 
does not seem to be generally understood. 
It is difficult for the Department to re- 
duce its costs if the taxpayer who pays 
them does not give his co-operation. 


Assessing 

As I mentioned earlier, the Depart- 
ment is combining into one branch all 
assessing activities. —Two prime purposes 
lie behind this — 

1. To achieve complete uniformity of 

practice; 

2. To deploy trained people so that their 
skills can be applied to the best ad- 
vantage of all concerned. 

The separation into corporation, in- 
dividual, succession duty and special in- 
vestigation branches tended to freeze 
good assessors in one or other field, 
thereby limiting their training and ex- 
perience. 

As many know, the Division fell far 
behind in its work during the war. The 
loss of irreplaceable people, the acute 
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shortage of trained accountants, combin- 
ed with the growing complexities of tax 
legislation, made it impossible to cope 
with the work. I am glad to say that 
by the end of March, assessments will 
have been completed for all years and 
all taxpayers to the end of 1948. An- 
nually hereafter each year’s work will be 
done each year. In fact, the Division 
has already processed many thousands of 
1949 returns. This is quite an accom- 
plishment and one that the staffs in all 
the offices throughout Canada should be 
proud of. Your servants in the Taxa- 
tion Division have laboured prodigiously 
and well. It is my hope that never again 
will it be necessary to face such a task. 


Appeals 

Inherent in this progress is the dis- 
posal of appeals. The creation of the 
Income Tax Appeal Board has greatly 
increased the number of appeals. Within 
the Department has been created an ap- 
peal section — wholly independent of the 
assessing branches — to handle appeals. 
Here too there was a very large backlog 
of work. Contrary, perhaps, to popular 
conception, the greatest care is exercised 
in disposing of appeals. There is, of 
course, the closest co-operation between 
the legal and accounting staffs. The more 
difficult problems are widely discussed be- 
fore a conclusion is arrived at. Most 
appeals are resolved to the mutual satis- 
faction of the Department and the tax- 
payer. Those which are not are invari- 
ably considered by the Assistant Deputy 
Minister or myself before a decision is 
issued. I should add here, I think, that 
the Department does not want to collect 
one cent of tax which is not properly 
exigible. But I should also mention that 
it is no longer possible for a taxpayer 
to defer payment of a tax liability by 
entering an appeal. I commend this point 
especially to those who appeal on friv- 
olous grounds with the intention of de- 
ferring the inevitable. 
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So far, I have kept away from quota- 
tions from the Statutes and comments on 
tax policy. I should like to add a few 
remarks which at least impinge on those 
fields. 


Pre-eminence of the Law 


The legal and accounting professions 
played an important part in the develop- 
ment of the Income Tax Act. It is, of 
its kind, a good law- — better perhaps 
than that of any other country in the 
world. From the administrative stand- 
point, the fundamental difference be- 
tween it and the Income War Tax Act 
is the disappearance of substantially all 
the discretionary powers of the Minister. 
This great change has simplified the work 
of the officials. Whether this is good 
or not is not for me to say. But tax 
consultants, whether they are lawyers or 
accountants, should remember that under 
the Income Tax Act the law governs. 
Whatever one may feel as to the equities, 
there can be no deals and no privileges. 
A clear understanding of this should 
greatly facilitate the work of the consul- 
tant — and of the Department. 


Perhaps the best illustration of what 
I mean can be found in the capital cost 
allowances. There has been criticism of 
the new sections and of the regulations. 
That is as it should be; but bear in mind 
that the apparent complexities of what 
is now the law arise not so much from 
the changes of methods as from the fact 
that what was heretofore an informal ar- 
rangement between the taxpayer and the 
Department now must be spelled out in 
black and white for al/ taxpayers. Every 
contingency must be considered. As far 
as it is humanly possible, the draftsmen 
must cross each “#” and dot each “7”. 
The result looks complex. For the vast 
majority of taxpayers, it is not. For those 
with schemes of one sort or another in 
mind, it may be. The Department be- 


lieves that, given fair trial, the taxpayer 
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will find the new practice simple, broad 
and generally advantageous. 


Section 9(6) 

There has been some highly specula- 
tive comment regarding the application 
of section 9(6). As you know, this sec- 
tion has existed in one form or another 
for many years, but has not been in- 
voked until recently. 

The Department, as I told you, has 
been reaching a current position in its 
work. This means, in addition to other 
things, that it now becomes possible to 
look at many aspects of the work pros- 
pectively. The improvement of admin- 
istration is always under active consider- 
ation especially in the realm of tax avoid- 
ance. Section 9(6) and other little-used 
provisions of the law were enacted to be 
applied. Future policy in that regard is 
now being developed. 

It has been stated that the business 
man knows best what funds he should 
retain in his business. With that view 
the Department has no serious difference 
of opinion. Action under section 9(6) 
has been taken only in those cases where 
the Department had definite knowledge 
that an arrangement was in the making 
which would remove substantial sur- 
pluses from the business and, at the same 
time, from the reach of taxation. 


Tax Evasion 


This leads to my last point — a brief 
word about tax evasion. ‘There are in 
general two types of tax evasion,— 

1. Deliberate fraud; 

2. What our lawyer friends would call 
the exercise of a taxpayer’s legal right 
to pay as little as he can arrange to 
pay — within the law. 

With deliberate fraud, I venture to 
say, no reasonable person has any sym- 
pathy. In addition to examination by 
the assessors, the Department is able to 
apply the special investigation or intel- 
ligence unit to uncovering these cases. 


There has been a fair amount of success 
but this will be much better now that 
investigators of experience and ability 
have been trained to uncover the tax- 
dodgers. That these dodgers will be 
caught is practically inevitable. Most 
of them would be well advised to make 
their peace with the Department while 
there is still a chance to avoid the full 
consequences of criminal prosecution. 


The Department receives, studies and 
co-ordinates quantities of information 
from many sources. It is considered of 
first importance to sift all data that might 
uncover fraud. Some interesting discov- 
eries are made. For example, in one 
important case, the disclosure came from 
an examination of export forms B.13. 
Uncertified financial statements always 
attract special attention and, of course, 
the Department examines with the great- 
est care returns supported by financial 
statements prepared by accountants whose 
clients have already come under sus- 
picion. 

To you representing a wide range of 
taxpayers, I should say that few cases 
of deliberate fraud can be carried out 
effectively without at least the tacit con- 
nivance of the taxpayer's auditors. This 
is a grievous reflection on the profession. 
Fortunately, it has a narrow application. 
I suggest that all of you should be etern- 
ally vigilant. Fraud is fraud and is none 
the less reprehensible because the public 
purse is the one that is being robbed. 
I believe that an accountant has an im- 
portant duty to his profession and his 
community, as well as to his client. The 
Department's efforts in this phase of its 
work are worthy of full support. 


In the second type of tax evasion or 
avoidance, there are much more subtle 
techniques. So long as there are loop- 
holes in the law, there will be escapes 
from taxes. There can be no great quar- 
rel with the legality of that even if one 
may question the morality of it. The 
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administration tries to be fair across the 
board. It is an ideal perhaps beyond at- 
tainment. Thousands of dollars are spent 
annually in this country ostensibly to 
minimize taxes. I wonder if it ever oc- 
curs to people that tax avoidance is to 
a large extent merely the movement of 
the burden to other shoulders. It is 
the Department's function to administer 
tax legislation, not to make it, and there- 
fore, to the fullest extent, the provisions 
of the Act will be invoked to ensure 
the most equitable administration pos- 
sible. 


A Plea for Help 
In conclusion I would like to make a 
plea for help. It is a serious matter 


for any member of the Department's 
staff to accept gifts or favours from tax- 
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payers or their representatives. The prac- 
tice of ingratiation became quite preval- 
ent and is now being stamped out. Any 
person who induces a member of the staff 
to disregard his duty will render such 
member a great disservice because he will 
certainly be fired promptly and the person 
himself will bring himself into serious 
disrepute with the Department. 

And lastly, I should like to say that 
the Department welcomes criticism — 
if it is serious and constructive. So long 
as there are taxes, there must be mach- 
inery to collect them. The Canadian sys- 
tem has a tradition of honest and fair 
administration. I believe all people, but 
especially professional accountants, have 
a responsibility to see that that type of 
administration continues. 








The Accountant 
In the Welfare State 





By Douglas D. Irwin, B.A., C.A. 


Social welfare measures and increasing Government 
supervision and controls are subtly changing the role of the accountant 





A GREAT deal of thought is being 
given in professional and business 
circles to the problems which have been 
raised by the controls exercised by Gov- 
ernment upon economic activity. 


The Omnipresent State 


Since the turn of the century, and at 
an accelerated pace during the past 15 or 
20 years, Government has been assum- 
ing an ever expanding authority over the 
lives of men and in particular over the 
policies and practices of commercial en- 
terprise. The majority of the citizens in 
almost every nation have been demanding 
and receiving increasing measures of pro- 
tection against the slings of fortune. 
Sometimes the demand, if latent, has 
been elicited by political platforms based 
on the premise that the economic wel- 
fare of all should be the responsibility of 
all. The legal recognition of collective 
bargaining, the strengthening of labour 
codes, the provision for workmen’s com- 
pensation, unemployment insurance, old 
age pensions, family allowances, the de- 
velopment of central banking and use of 
the graduated income tax have all been 
instituted with a view to establishing a 
floor under the standard of living below 
which the least able will not be permit- 
ted to fall. Security has become the 


watchword of politics and the touchstone 
of policy. 

In appeasing this demand and in some 
respects fostering it, Government has 
been obliged to expand its budget and to 
meet the requirements of social welfare 
with ever higher taxes and a closer super- 
vision over the level and temperature of 
business activity. The measures which 
this control involves have been formed 
into a significant philosophy with prin- 
ciples and logic, its end being the crea- 
tion of the welfare state and its means a 
mechanism of economic checks and bal- 
ances designed to produce an essential- 
ly stable economy without depriving it of 
forward motion. 

This trend in economic and social 
thinking has not been confined to Gov- 
ernment alone. In many countries Gov- 
ernment has taken the initiative but even 
in our own country and particularly in 
the United States there is a strong and 
conscious movement by business itself to 
provide the securities demanded by the 
rank-and-file employees through self- 
imposed plans for pensions, group in- 
surance, and sickness and accident bene- 
fits. Provision for security in these 
forms has also found increasing popular- 
ity with management for its own pro- 
tection. Revision in income tax laws 
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with liberal allowances for pension con- 
tributions, and easement in the taxation 
of lump sum retirement payments both 
show that business with the aid of Gov- 
ernment is itself contributing to the 
creation of the welfare society. 
Whatever may be our private opinions 
of these developments it seem inevitable 
that we live now in a world in which the 
motivation is toward a welfare state. It 
seems doubtful if the process can be re- 
versed: it may be decelerated, but it is 
unlikely to be stopped altogether. 


Impact on the Accountant 


In the face of these great changes the 
public accountant has been called upon 
to increase his knowledge and to widen 
his range of service. As the confidant of 
the business man in planning his activi- 
ties in such a way that he may achieve 
maximum efficiency within limitations 
imposed by the new developments, the 
public accountant may consider it worth- 
while to review his position and take 
stock of his new opportunities. 

Is the function of the public account- 
ant likely to change as we approach the 
achievement of the welfare state? What 
is the place of the accountant in the 
welfare state? The answer to these ques- 
tions may be found in principle by reply- 
ing to a further question. What has been 
the function of the public accountant in 
any state? 

The history of accounting is almost 
coincident with that of recorded history. 
Some form of accounting is usually found 
among the earliest of historical docu- 
ments and it is an interesting comment- 
ary on the place of our profession that 
the earliest forms of account-keeping 
were connected with the operations of 
Government. The collection of taxes and 
the expenditure of public funds created 
the necessity both for the accountant and 
the auditor. The principles and tech- 
niques of both branches of the profession 
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have been developed and improved 
throughout history to a very large extent 
as a direct result of the expansion in the 
authority and control of Government. 
Eventually the citizen also sought out the 
services of the public accountant and in 
due course our profession emerged in its 
modern form as a kind of commercial 
tribunal upon whose impartial judgment 
and rigid honesty both business and Gov- 
ernment have come to rely as a necessary 
agency in the conduct of the nation’s 
affairs. It follows, therefore, that with 
the increase in the machinery of govern- 
ment inherent in the welfare state the 
public accountant will occupy an increas- 
ingly important position as the interpreter 
and mediator between the state and the 
individual. 

A review of accountancy today in- 
dicates that the emphasis on the various 
services of which the profession is cap- 
able has materially altered during the 
past 50 years. 

In the days when business was a one- 
man affair and Government was a lenient 
referee the rules of the game were some- 
what spontaneous. The business man felt 
himself capable of running his own af- 
fairs with little or no outside advice or 
assistance. In that era the public account- 
ant was expected to perform little more 
than the function of auditor and his ad- 
vice on other matters, if sought, was 
often given reluctantly and with quali- 
fications. However, as the scope of busi- 
ness has widened it has become increas- 
ingly difficult for one man to hold within 
his power, let alone his head, all the 
ramifications of economic and _ social 
change and legislative enactments which 
affect the operation of his enterprise. We 
have, therefore, observed the develop- 
ment of the fields of investment banking, 
industrial engineering, and business con- 
sultation as separate and independent 
professions. 


In an effort to meet the new needs and 
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to supply the demands of business upon 
him the public accountant has been 
obliged to acquire knowledge and experi- 
ence in these new fields and in many re- 
spects to practise his ancient art with a 
wider conception of his responsibilities. 

There is no hint in this suggestion that 
the standard of conduct or the principles 
of auditing and accounting should be 
changed in their basic concept but rather 
that they be applied with greater vision in 
order to adapt the role of the profession 
to present day conditions. 

New Responsibilities 

New questions of responsibility are 
posed. Is the public accountant of today 
giving his client all the service of which 
he is capable if he restricts his analysis to 
the computations involved in the prep- 
aration of a set of financial statements? 
Is the auditor in that capacity of the 
public accountant discharging his duty if 
he confines his investigation to the cor- 
rectness and honesty of the company’s 
operations as shown by its books? 

Of course, if asked to do so, the pub- 
lic accountant will undertake to investi- 
gate and report upon many aspects of 
business policy not falling directly within 
the limits of his original engagement, 
but, notwithstanding, the suggestion is 
herein made that we should assume the 
privilege of reporting upon matters out- 
side the essential details of an audit re- 
port which may be of vital interest to 
the enterprise. This does not imply that 
such reporting should be a substitute for 
the standard auditor’s report but should 
be additional to it or be an entirely 
separate report dealing with matters 
affecting the present and future posi- 
tion of the client which may not easily be 
presented in or revealed by financial 
statements. ‘The shareholders of banks, 
trust and insurance companies are given 
such vital information through the an- 
nual reports of managers and directors 
but the smaller corporations are for the 
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most part deprived of this form of inter- 
preting current economic trends in terms 
of their own enterprise. If this need is 
to be satisfied, the public accountant ap- 
pears best qualified to provide this com- 
prehensive advisory service to business on 


all phases of economic activity. 


Indeed almost imperceptibly we are 
accepting this change of role. To a large 
extent the work of senior accountants is 
now more concerned with the analysis of 
future operations in corporate finance 
than with past operations. Advice with 
respect to the incidence of taxation, the 
inauguration of pension schemes and im- 
provements in system occupy a large part 
of the public accountant’s time. Further- 
more in many minor and sometimes 
major ways the accountant is expanding 
into the field of industrial management. 
It is to be hoped that the profession will 
encourage this latter development as a 
proper function of our general service. 

All these changes in emphasis are real 
manifestations of the needs created by the 
controls, taxes and government economic 
policies which are part of the machinery 
of the welfare state. The mechanics of 
planning have indeed imposed on the 
public accountant new and to a large ex- 
tent untried responsibilities. 


Education for the New Needs 
If the accountant of tomorrow is to be 
thrust even more forcibly into these new 
fields, then his outlook and training must 
be designed to meet them. Courses of 
instruction leading to degrees in account- 
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ancy in the future will certainly include 
material of a wider nature than would 
have been conceived useful 50 or even 
20 years ago. Besides having a grasp 
of the basic principles of accounting and 
auditing, the qualified public accountant 
must have fundamental knowledge of 
corporate finance, economics, the use and 
methods of statistical calculation, actuari- 
al science, and the principles of law. In 
addition he should have advanced train- 
ing and an almost literary facility in the 
use of English, a capacity for analysis 
and synthesis, and the ability to present 
the results of such methods of investiga- 
tion in clear and comprehensible terms. 
Finally the standards of the profession 
should require an understanding of 
sociology and political economy, and of 
the citizen’s duties and responsibilities. 


Ethics and Morality 


These new needs and requirements also 
raise ethical and moral considerations. 
For as we go beyond strictly accounting 
matters and attempt to interpret law and 
regulation as they impinge upon business 
activity we automatically assume.a greater 
responsibility to the public at large. We 
may find ourselves giving advice or con- 
doning practices which, though they may 
be of immediate advantage to the client, 
in the long run may be contrary to pub- 
lic good and, therefore, indirectly harm- 
ful to the client himself. As government 
regulations become more important in the 
day-to-day decisions of business, of which 
the public accountant has knowledge, this 
unhappy dilemma may become increas- 
ingly awkward. Our advice and recom- 
mendations in the aggregate will have a 
more and more far-reaching effect on the 
economy as a whole and we must there- 
fore be on guard to ensure that the pro- 
fession acts with the impartiality and 
honesty which are its distinctive features. 


This attitude would be of particular 
advantage to clients themselves for as we 
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are now enjoying the privilege of a 
democratic and articulate electorate we 
may assume with certainty that Govern- 
ment will be forced to respond with 
appropriate action wherever and when- 
ever business is found wanting in its 
conduct. We should then be acting in 
the long term interest of the profession 
and of the client if we give advice which 
will protect his business from reproach. 
To this end it might be useful- for all 
professional accountants to impose upon 
themselves something in the nature of a 
Hippocratic oath and all student account- 
ants should be impressed repeatedly with 
the high professional standards expected 
of them. 


New Fields of Practice 


Apart from all of these general con- 
siderations the development of the so- 
cially-minded state has opened up several 
new specific and intensely interesting 
fields in which our profession is or 
ought to be finding expression. 


One of the most neglected of these 
new opportunities is that of accounting 
and auditing on behalf of labour unions. 
Unions are here to stay and collective 
bargaining has become one of the neces- 
sary mechanisms in the conduct of indus- 
trial enterprise. In its approach to man- 
agement, labour leadership is now taking 
care to be informed by the best legal and 
economic advice in order that the expec- 
tations of labour (though sometimes ex- 
ceeded by the demands) may be nicely 
computed to secure the maximum gains 
in wages and benefits without crippling 
an industry. This calls for analysis of 
corporate operations and the effect of in- 
creased wages and benefits upon the 
future of the enterprise. As yet in these 
major developments in labour-manage- 
ment relations the public accountant has 
not fulfilled his proper function. This 
oversight may properly be attributed to 
the failure of the public accounting pro- 
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fession to recognize in the rise of unions 
a significant new field. 


The funds collected and expended by 
unions in themselves have become too 
large to be neglected any longer. If the 
profession does not assume responsibility 
for and seek out these clients we may 
find that Government will be forced to 
order a satisfaction of the need for pub- 
lic accounting of the funds. 


As members of a profession we must 
consider it our duty and our right 
to serve all clients without bias. Just 
as the doctor diagnoses and prescribes 
for the body without considering the 
beliefs or personality of the patient, 
so we must interpret economic data for 
labour union clients with the same de- 
gree of impartiality that we extend to 
commercial enterprises. In so offering 
our services equally to labour and to 
management we could do much fo allay 
the inherent suspicion between these two 
giants in the economy. It is conceivable 
that labour unions, if properly and fairly 
informed of the financial condition of an 
industry and advised honestly as to the 
effect of increased benefits upon the level 
of employment, would reduce their de- 
mands and thereby prevent strikes. Con- 
versely a detached opinion, given to man- 
agement, that a particular wage increase 
or benefit was economically feasible and 
even desirable might also promote indus- 
trial peace. But until we have gained 
labour’s confidence that we can and will 
act with this degree of professional in- 
tegrity for both sides we may be the un- 
witting cause of continued discord be- 
tween labour and management. 


Publicly-owned Enterprises 


One of the most important phases of 
the planned economy is that of the 
growth of publicly-owned enterprises. 
Public utility accounting is a branch of 
the science developed to a large extent 
in the twentieth century. The special 
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considerations and principles involved in 
its requirements call for an almost com- 
pletely new conception of such matters as 
asset valuation, depreciation, replacement 
costs and income calculation. The degree 
of astuteness and insight on the part of 
the accountant in applying these new 
concepts may have important effects on 
the general public through the calcula- 
tions and principles which are involved 
in rate-setting. 


In meeting the new requirements of 
public utilities and government regula- 
tion thereof, the accountant has been 
obliged to develop special techniques and 
to widen his range of service. Without 
this professional service the operation of 
public utilities would be reduced to hap- 
hazard guess-work. Thus, once again the 
expansion of government participation in 
and control of certain branches of indus- 
try have made new demands upon and 
increased the responsibility of our profes- 
sion. 


The Accountant in Government 


The development of the welfare econ- 
omy has also beckoned the accountant to 
the wide fields of government itself and 
the subsidiary machinery involved in 
economic control. It is a fundamental 
fact in life that all activity must eventu- 
ally be recorded in terms of the monetary 
unit. Every new scheme conceived by 
business or government must be finally 
assessed in the light of cost and the effect 
of the incidence of such costs upon the 
economic structure. Engineers and econ- 
omists are entitled and expected to con- 
ceive and draft the plans but in some 
form or another the accountant must 
eventually review them and pass upon 
the details of their operation. Govern- 
ment agencies in this country, the United 
States and Great Britain have recognized 
to an increasing degree, in recent years, 
the fitness and ability of persons trained 
in public accounting to execute and con- 
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trol the multifarious operations involved 
in economic planning. Public service, 
therefore, has made ever greater demands 
for trained accountants and is now a 
serious competitor for the annual crop 
of graduates. This circumstance is high- 
ly complimentary to the profession and 
to the standards of work and ability 
which it represents. 


Growing Need for Accountants 

The public need for professional ac- 
countants may be expected to increase 
rather than to diminish as government 
control expands. There will always be 
the need for a professional body whose 
outlook is conservative and critical. If 
he stands for anything the professional 
accountant should stand for unhurried 
judgment and, above all, for truth. His 
code must always be based on rigid 
honesty and his opinion must ever be 
soundly established on fact. With these 
principles his profession will be just as 
valuable in a planned socialist state as it 
has been in a system of /aissez-faire. If 
he is known and respected for these 
qualities he may contribute much to pre- 
serving the rights of the individual from 
the advance of totalitarian authority of 
either Fascist or Communist origin. On 
the other hand democratic government 
will find his rectitude a strong staff on 
which to lean in its unsteady advance 
into the realms of planning. For the 
government of a nation may range from 
a policy of pure competition to one of 
state monopoly as in Communism, but it 
must have its facts honestly and fearlessly 
presented. Any government, democratic 
or otherwise, which is falsely informed 
will surely collapse. How very important 
then is-the role of the professional ac- 
countant in preserving the right to free- 
dom of thought and action by ensuring 
that business and government does not 
fall prey to self-deception. The need for 
his professional role will always exist. 
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His standards of conduct and the prin- 
ciples of our science will be universal and 
enduring. 


Spokesmen for the Public 


There remains one more important area 
in which the services of the accounting 
profession should be in greater demand. 
If lawyers have been recognized as the 
chief instigators of public policy, ac- 
countants are becoming to an increasing 
degree the executors of those policies. 
As government activity expands to large 
proportions, the manner of execution and 
interpretation of the law may be as im- 
portant as, if not more important than, 
the letter in which the law was conceived. 
We have already exercised great influ- 
ence in the matter of interpreting income 
tax law. Moreover through such organi- 
zations as The Canadian Tax Foundation 
public accountants have attempted to in- 
fluence the law with a view to avoiding 
ultimate inconveniences, omissions and 
difficulties in the law as finally passed. 
It seems that with this increasing aware- 
ness of public responsibility it follows 
as a natural step that the accountant 
should consider it his duty to shed his 
cloak of anonymity and step into the 
limelight of public affairs thereby helping 
to make the law. 

There is no other professional training 
which requires such a varied and funda- 
mental knowledge of practical every day 
affairs as that demanded in public ac- 
countancy. The professional accountant 
may not be an expert economist, tax 
authority, solicitor, or industrial engineer 
but he must have some experience in and 
knowledge of all these fields. In addi- 
tion his practical science of accounting, 
his familiarity with corporate finance, 
banking and the effects of business policy 
upon employer and employee cause him 
to be one of the most obvious and best 
qualified representatives of his fellow 
citizens in a democratic society. 











Internal Control 
And Internal Auditing 





By T. Reginald Cloake, C.P.A. 


The effect of internal control on the audit programme 





IHERE have been numerous defini- 
,4L tions propounded for “internal 
control” and since it is not the purpose 
of this discussion to arrive at the per- 
fect definition, if one could be obtain- 
ed, it will suffice to describe it gener- 
ally as a form of procedure within an 
organization which offers a method of 
checks and balances to the extent of 
discouraging theft, promoting accuracy 
and reliability of the accounting data, 
and developing general operational 
efficiency. To the extent that such con- 
trol accomplishes these ends, it follows 
that the necessary review by the inde- 
pendent auditor is lessened. His cer- 
tain “musts” in auditing (as, for ex- 
ample, confirmation of bank balances, 
examination of securities, confirmation 
of accounts receivable, etc.) cannot be 
eliminated, but the extent of his tests 
may be minimized, especially insofar as 
they concern operations. In fact the 
existence of a substantial degree of in- 
ternal control is what makes possible 
the successful conclusion of independ- 
ent audits of very large concerns. The 
accounting regulations of the United 
States Securities and Exchange Com- 
mission explain this point: 


In determining the scope of the audit 


necessary, appropriate consideration shall 
be given to the adequacy of the system 
of internal check and control. Due 
weight may be given to an internal sys- 
tem of audit regularly maintained by 
means of auditors employed on the regis- 
trant’s own staff. The accountant shall 
review the accounting procedures follow- 
ed by the person or persons whose state- 
ments are certified and by appropriate 
measures shall satisfy himself that such 
accounting procedures are in fact being 
followed. 


The role played by the internal auditor 
in maintaining control procedures will 
be discussed in a subsequent paragraph. 


Evaluating Effectiveness 
of Internal Control 


In evaluating the extent of internal 
control some public accounting firms 
employ questionnaires several pages in 
length. In such instances it is con- 
cluded that the questionnaire form is so 
inclusive that where all questions ap- 
pearing therein are answered satisfac- 
torily, the system of control is com- 
plete. Other firms do not use specific 
questionnaires but have the system of 
control evaluated by the senior account- 
ant during the course of his examin- 
ation. Should he observe laxity in con- 
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trol, or shortcomings in procedures, he 
will note completely the shortcomings 
and will not specifically write up the 
procedures for control where they do 
exist. The danger in the use of the 
questionnaire alone, without continued 
observance during the course of the 
audit, is that practices, although an- 
swered in the affirmative in the ques- 
tionnaire as the result of questioning 
the concern’s employees, may be entire- 
ly different in actual operation. In any 
event, the evaluation of an internal 
control system should be done by an 
experienced and well trained account- 
ant. It should not be delegated to as- 
sistants. 


The Internal Auditor 
in Internal Control 


The place of the internal auditor and 
his staff in the development and main- 
tenance of internal control is of espec- 
ial importance. In fact the internal 
auditor is an integral part of the entire 
internal control system. A special re- 
port entitled “Internal Control”, issued 
this year by the Committee on Auditing 
Procedure of the American Institute of 
Accountants, includes the following on 
the internal auditor’s function: 


An internal audit staff may be used 
not only as a check on the accuracy of 
the accounting data and the safeguarding 
of the company’s assets, but also as an 
instrument of management in determin- 
ing adherence to prescribed policies. 
Thus, the audit activities should be wide- 
spread, covering all departments. 

Adherence to prescribed policies refers 
to the maintenance of procedures 
which in themselves are a part of in- 
ternal control. The report continues: 


The review and appraisal to be useful 
to management must be unbiased — free 
from any departmental influence as to the 
scope of the audit programme and the 
method of reporting thereon. The internal 


The Canadian Chartered Accountant, April, 1950 © 


auditor should be free to advise manage- 
ment of any deficiencies noted, without 
fear of reprisal from .any department 
heads. His relationship to the depart- 
ment head should be clearly set forth by 
management to avoid any misunderstand- 
ing as to their relative positions. Under 
such conditions the internal auditor is in 
a position, without any limitations, to 
serve management in the detection of 
frauds, weaknesses in-procedures and in 
the clarification of policies on- a com- 
pany-wide basis. 

In many instances, while the size of 
the organization may warrant segregation 
of the internal audit function, the eco- 
nomic employment of personnel of the 
quality compatible with complete inde- 
pendence may not be practicable. Under 
such conditions the question often arises 
as to the propriety of incorporating the 
internal audit function into the sphere 
of the controller. An arrangement of 
this sort is generally regarded as satis- 
factory, assuming independence of the 
accounting and auditing function at the 
next lower level. 

This emphasizes the need for inde- 
pendence in review and the mainten- 
ance of greater than arm’s length re- 
lationships with other employees. The 
fact that the internal auditor and de- 
partment head both serve the same 
concern makes it difficult to make un- 
influenced criticisms. Lunching togeth- 
er, attending parties together, etc., 
further contributes to non-independ- 
ence. However, it is not impossible 
for the internal auditor to maintain a 
constructive, impartial and critical at- 
titude. Educating executive and ad- 
ministrative employees as to the bene- 
fits of constructive reviews of their de- 
partments as an aid to the promotion 
of efficiency does help. Rotation of 
internal auditors, the assignment of 
auditors to other than their home 
plants, and other techniques are em- 
ployed to promote maximum independ- 
ence. 








Independent Auditor’s Reliance 
upon Internal Auditor’s Review 
After concerns have gone to great 


length to establish and maintain in- 
ternal auditing departments, some com- 


plain that the independent public 
accountants do not give full recognition 
to their reviews, do not adjust their 
programmes accordingly, and do not 
avail themselves of their compiled 
information. There is something to be 
said on both sides of this question. 
The Institute of Internal Auditors, 
Inc., New York City Chapter, in a re- 
cent news bulletin stated the position 
of the internal auditor as determined 
from a questionnaire sent to its mem- 
bership: 


Perhaps the most disappointing replies 
received were those relating to the in- 
terrelationship between public account- 
ants and internal auditors. There are 
many leading firms and individuals in 
the field of public accounting who still 
either do not or will not recognize the 
role of internal auditing. 

The question was asked: “Does a close 
working relationship exist between your 
company’s internal auditor and its public 
accountant?” One hundred and five com- 
panies answered this question, and of 
these 22 answered in the negative. This 
failure is believed to be due largely to 
a lack of understanding of modern intern- 
al auditing on the part of men in the 
public accounting profession. The In- 
stitute of Internal Auditors should take 
active steps to correct this situation. 


Perhaps public accountants should take 
the initiative. The bulletin continues: 


This question was asked: “In the opin- 
ion of your company’s public accountant, 
could he issue an unqualified certificate 
if the company did no internal audit- 
ing?” The direct answers were divided 


almost 50-50 between certified public ac- 
countants who said they could issue an 
unqualified certificate and those who said 
they couldn’t if there was no internal 
auditing in a given company. Does this 
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mean that the certified public accountants 
answering in the affirmative do more 
work than is really necessary in com- 
panies having internal auditing staffs? 
Or, and this appears more likely, does 
it mean that these certified public ac- 
countants fail to understand just what 
work is performed by the internal audi- 
tors? Internal auditing is an essential 
factor in internal control in any large or 
complex company, and if this function 
is not performed, the certificate ought to 
be qualified to reveal the fact that the 
system of internal check and control is 
not complete. 
As previously stated, the existence of 
internal auditing and other procedures 
for internal control makes possible the 
audit of very large concerns, and en- 
ables an unqualified certificate to fin- 
ancial statements to be issued. 


Cooperation 


Coordination and cooperation be- 
tween the independent auditor and the 
internal auditor are much to be desired. 
They are born of an appreciation of 
each other’s functions and a coopera- 
tive spirit in the solving of respective 
problems. In order that the independ- 
ent auditor may place the maximum re- 
liance upon the effectiveness of the re- 
views made by the internal auditor, the 
internal auditor's programme of audit 
should be developed in close coopera- 
tion with the independent auditor, giv- 
ing the latter an opportunity to criti- 
cize constructively where he believes 
reviews are inadequate or procedures 
lacking. The internal auditor's pro- 
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gramme, when once established and used, 
should be maintained as a permanent 
record, including in it the dates when 
specific reviews were performed and 
the initials of the internal auditor who 
did the reviewing. The internal audi- 
tor’s reports and working papers 
should be offered to the independent 
auditor for his information or use. 
Where the independent auditor sug- 
gests the elimination of duplication of 
effort by having the internal auditor 
prepare analysis of accounts or other 
data for his use, then appropriate car- 
bon copies should be prepared for him. 
If special forms of analysis are desired 
then these should be laid out in co- 
operation so that, although serving dif- 
ferent purposes, the working papers 
may be of maximum use to both. 
Some independent auditors might be 
criticized for maintaining a haughty, 
indifferent and superior attitude; for- 
tunately such individuals are in the mi- 
nority. Such attitudes are entirely un- 
justified and personal, they are not 
representative of the certified public 
accounting profession, but reflect only 
the shortcomings of the individual 
auditor. | 
A lack of understanding between the 
internal and independent auditor may 
arise because the internal auditor does 
not appreciate that the independent au- 
ditor has certain “musts” in his pro- 
gramme, as mentioned before. The in- 
ternal auditor's attitude may be such 
that he resents the independent veri- 
fication of something which he knows 
is correct. On occasion the independent 
auditor will refuse to rely upon the in- 
ternal control effected by the internal 
auditor where he learns that the in- 
ternal auditor's time has been utilized 
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to a great extent by the accounting de- 
partment in special studies, systems 
work, preparation of statements, etc. 
Sidetracking of the internal auditor to 
other than his principal function is often 
likely to occur. This is especially so 
because the internal auditor is usually 
a highly skilled accounting technician 
who can help out in special accounting 
problems. In smaller concerns with less 
well organized internal auditing -depart- 
ments, the internal auditor might find 
that he spends so much time doing spe- 
cial jobs for the treasurer that he has 
little time for internal auditing. 


Conclusion 


Let us not lose sight of the goal in 
any auditing procedure, the completion 
of the review and the appropriate pre- 
sentation of findings in a manner that 
is economical, expeditious, accurate, 
and complete. We, as independent ac- 
countants, cannot do less than certain 
required minimum of independent 
audit, but we must recognize internal 
controls where effective and adjust our 
programmes accordingly. The exercise of 
mature judgment is required in deter- 
mining the extent of examination and 
whether the interests of stockholders 
and creditors justify the time and ex- 
pense involved in pursuing any particu- 
lar line of independent inquiry. 


Because fullest cooperation is not al- 
ways existent, it behooves both in- 
ternal and independent auditors to sub- 
ject themselves to self-analysis and 
criticism and to mend their ways if 
they find shortcomings. Auditors are 
professionally concerned with the criti- 
cism of others, yet, being human, they 
will have difficulty in making unbiased 
criticisms of themselves. 








Sick Companies 





By L. N. Buzzell, C.A. 


The chartered accountant as a doctor of business 





A SAGE who lived in quieter times 
than these once defined business as 
being a matter of “tilling the mind and 
minding the till”. He wasn’t far wrong, 
and chartered accountants spend the best 
part of their lives trying to make business 
do both of these things. 


A chartered accountant is, in effect, 2 
doctor of business and, like a doctor of 
medicine, he must learn when his patient 
needs a shot in the arm, an operation, or 
a salutary dose of castor oil. Business, 
being the creation of humans, can inherit 
the characteristics of its creators. In treat- 
ing sick businesses, the trick, of course, 
is to know not only when to prescribe 
but precisely what to prescribe. 

Unfortunately, shareholders, directors, 
management, bankers and creditors oc- 
casionally find themselves involved with 
a sick company. The problem here is to 
restore the patient to health and keep him 
healthy. If he is to be nursed along, 
all interested parties must satisfy them- 
selves that he is not mortally ill and 
headed for the grave-yard called the 
bankruptcy court. 


What Makes Companies Sick? 
To begin with, it would be well to 


answer the question — what makes com- 
panies sick? 

There are many causes, including the 
following main ones — 


1. A great number of people responsible for 
the management of businesses have not 
the administrative capacity to conduct 
their affairs properly. 

2. History teaches us that periodic depres- 
sions occur which wreck many enter- 
prises, very much as a gale sweeps through 
a forest, blowing down the weak and 
diseased trees. 

3. Many companies try to conduct their af- 
fairs with inadequate capital or with an 
unsound capital structure which will not 
withstand the “slings and arrows of out- 
rageous fortune” to which a business, like 
individuals, is subject. 

4. Overproduction in some particular indus- 
try may lead to a collapse of inventory 
values. 

5. Unsound dividend and salary policies may 
rob a company of its reserves and make 
it vulnerable to the vagaries of fortune 
of the business world. 

It is sad, but true, that the owners of 
too many concerns view them, not as 
enterprises that should be carefully nur- 
tured for the benefit of themselves, the 
employees and the public at large, but 
as something to be plundered for the 
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benefit of a few selfish and greedy in- 
dividuals. 

6. Technological developments may deprive 
a business of its position in the market, 
through its inability to meet the lower 
costs achieved by competitors with mod- 
ern machinery, engineering techniques, etc. 

7. There may be changes in tariff and for- 
eign exchange regulations which may de- 
stroy a company’s market and its sources 
of raw materials. 

8. Deterioration of products due to lack of 
supervision or a desire to earn unduly 
large profits temporarily, at the cost of 
the firm’s reputation. 

9. Bad labour relations, which demoralize 
the productivity of an enterprise and ren- 
der it incapable of successfully continu- 
ing operations. 

10. Bad public relations, which give rise to 
a feeling among consumers that the com- 
pany and its products are not to be 
trusted. 

11. Internal strife between different share- 
holder, employee and management fac- 
tions, which saps the “punching” ability 
of an enterprise. 

Symptoms 

There are a number of storm signals 
which indicate to an expert that a com- 
pany is on the down-grade. These in- 
clude declining earnings, “gilding the 
lily” by charging inadequate reserves for 
depreciation, bad debts, etc., overvaluing 
inventories, a weakened working capital 
position and a deterioration of the pro- 
ducts. These signs of trouble will almost 
invariably lead to the best employees 
leaving to take other jobs, a general de- 
cline in morale, and a lack of confidence 
on the part of the bankers and other 
creditors and shareholders. 

When conditions become serious, it is 
customary for boards of directors, bank- 
ers, creditors or management to call in 
the professional accountant to give ad- 
vice on the causes of this unsatisfactory 
state of affairs and to present a solution. 
Under these circumstances, what steps 
must the accountant take to shoulder the 
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great responsibility placed upon him? 

If the company in question happens 
to be a client, the accountant (unless he 
has been remiss in his duty as auditor) 
should be in possession of the facts 
which are causing the decline. If not, 
he must take steps to acquaint himself 
with them and make his report accord- 
ingly. The questions he will be expected 
to answer include — 


(a) Is the management sound? 

(b) Has the company any ptospects? 
(c) Can it pull through? 

(d) Should it be liquidated? 


Investigation of Causes 


My experience in these matters has 
taught me that the accountant must adopt 
the following course of action — 


(1) Secure the confidence of the man- 
agement and obtain their views both as 
to what is wrong and what corrective 
measures appear necessary. If they are 
honest, they will nearly always give their 
advice freely, as they are usually very 
worried and glad to share the responsi- 
bility of action with someone else ap- 
pointed by individuals who are critical 
of their efforts and who have lost con- 
fidence in them. An important function 
of the accountant is to help restore this 
confidence, if necessary, but he must not 
be misled by any false optimism on the 
part of individuals who wish him to 
make a favourable report. 

(2) Prepare comparative balance 
sheets and statements of surplus account 
and earnings for the past 15 or 20 years, 
or for the life of the company if it be 
a lesser period, and note carefully the 
fluctuation of operating ratios, decline of 
sales, and so on (having regard to gen- 
eral economic conditions). These figures 
are revealing and often enable the ac- 
countant to put his finger on weaknesses 
which the management either have over- 
looked or are incompetent to overcome. 














(3) Make a careful analysis of the 
last balance sheet, or, if necessary, pre- 
pare one, to ascertain whether the assets 
are overvalued or whether any liabilities 
have been understated. 

(4) Study the cost system (if any) to 
make sure that erroneous costing has not 
led the company either to sell some of its 
products under cost or to attempt to sell 
others with an unduly large margin of 
profit. 


(5) Study the credit policy to ensure 
that in an effort to force sales the com- 
pany has not been extending unwise 
credit. 

(6) Make a careful study of any af- 
filiates or subsidiaries which may be 
drawing off the company’s resources, 
through either bad judgment or dishonest 
manipulation by directors or others. 


(7) Study the labour policies and 
wage systems in force. These may well 
reveal bad labour relations, unsound 
piece rates or incentive plans, or even 
padding of the payroll. 

(8) Study the system of inventory con- 
trol to make sure that no pilferage exists, 
that the inventory is not obsolete, and 
that materials are being properly charged 
into production. 

(9) Review the basis of allocating 
factory and general overhead to ensure 
that the cost of the product includes 
these elements and that they are properly 
distributed. 


(10) Study sales markets to see wheth- 
er any are being maintained or developed 
where there is no possibility of profit, 
due to adverse transportation costs or 
keen competition. 


Report 

When the accountant is in possession 
of all the above facts he will be familiar 
with the good and bad points of the 
business and will be able to report on 
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the best course, in his judgment, to be 
adopted. The general scope of his re- 
port should include — 


(i) A complete report on every item in the 
balance sheet, giving the basis of valuation 
and his opinion as to the validity of such 
valuation. This may involve securing other 
professional opinions, such as engineering 
reports on the plant properties, inventor- 
ies, etc. 

(ii) A thorough résumé of the comparative 
operating figures under review, with com- 
ments on unfavourable or favourable oper- 
ating ratios. Here it is invaluable to have 
access to statistics of similar types of busi- 
nesses, which can often be obtained from 
trade associations, government bureaus of 
research departments of universities. 

(iii) A report on unsound dividend policies, 
depreciation charges, and the activities of 
any subsidiary or affiliated companies. 

(iv) Comments on labour relations and pol- 
icies. 

(v) Comments on the condition of the books 
and records, and recommendations as to 
their improvement. 

(vi) Comments on the company’s products, 
markets, etc. 

(vii) Comments on the capacity of the man- 
agement and recommendations as to wheth- 
er it should continue or be changed. 

(viii) Recommendations that a “Three-way 
Budget System” be installed to reveal — 
(a) The anticipated monthly profits or 

losses for the next 12 months. 
(b) The anticipated monthly surplus or 
deficiency of cash receipts for the next 


12 months. 
(c) The estimated monthly balance sheet 
position for the next 12 months. 
These statements will answer the ques- 
tions which are invariably asked — 
1. Can the company make money? 
2. How much will be required to finance 
it? . 
3. How will such money be paid back, 
and what is the security for advances 
made or to be made? 


The management will almost always 
state that the peculiar nature of the par- 
ticular business makes it impossible to 














forecast with any degree of accuracy the 

operating results for the next 12 months. 

Their objections, however, can usually be 

overcome by pointing out that the past 

12 months’ figures can be used as a 

guide, that they have the right to “guess 

safe’, and that, in any case, such estim- 
ated statements must be drawn up in 
order to obtain the credit necessary to 
carry on. It is extraordinary how the 
prospect of a bank loan stimulates the 
imagination. The preparation of a bud- 
get of this kind is of the greatest im- 
portance, as it compels the management 
to constantly examine the policies and 
expenses with minute care. It nearly 
always leads to constructive changes 
which enhance the company’s chances of 
operating on a profitable basis. Many 
is the line of credit I have seen granted 
on such a budget, and it is astonishing 
to see the results that can often be accom- 
plished. The installation of a budget 
system can frequently save a company 
from bankruptcy by restoring its credit 
and placing the management “on its 
toes” to achieve the anticipated results. 

Once this system is installed, manage- 

ment will seldom again be without such 

a “rudder”. 

(ix) Recommendations as to information for 
monthly submission to management, direc- 
tors, bankers and other interested parties. 
This usually includes the preparation, be- 
fore the 15th of the month, of — 

(a) A balance sheet as at the end of the 
previous month, compared with the es- 
timated balance sheet. 

(b) Statement of operations for the prev- 
ious month and cumulative since the be- 
ginning of the period, compared with 
the estimated statement. 

(c) A report stating why certain objec- 
tives provided in the budget have not 
been met. 

When a report along the above lines 
has been completed it will form a com- 
prehensive guide as to the present posi- 
tion of the company, its prospects and 
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the steps necessary to place it on a sound 
basis. Unless the examination discloses 
gross irregularities or incompetence, it is 
desirable to give present management a 
chance, under close supervision, to re- 
habilitate the company. 


However, the duties of the accountant 
are not completed when he has prepared 
his report. He will frequently be asked 
to recommend a comptroller to assist with 
the preparation of the budget and to 
closely supervise the finances. He will 
be expected to attend meetings of the 
directors and with the company’s bank- 
ers, and even to sit on the board of di- 
rectors. He will be required to supervise 
the preparation of the monthly state- 
ments and discuss them with all the in- 
terested parties. It is only thus that 
everyone will be satisfied that all proper 
steps are being taken to rehabilitate the 
affairs of the business. 


Some Cardinal Principles 


There are certain cardinal principles to 
be observed in working out the affairs 
of a sick company. These include — 


1. Display a real and personal interest in 
the affairs of the business and never let 
it become just “another case”. 

2. Obtain the confidence of the management 
and their assistance in preparing the or- 
iginal survey. Review this report with 
them before submitting it to bankers or 
directors. 

3. If possible, always have the management 
present when the report and the com- 
pany’s affairs are discussed with directors 
and other interested parties. It is always 
well that those responsible for the com- 
pany’s affairs concur in any conclusions 
and recommendations arrived at. The 
accountant must always remain an impar- 
tial referee; should he depart from this 
role, he will lose the confidence of all 
parties. 

4. If it is decided that the business is to 
continue, insist that recommendations be 
carried out, particularly those in regard 



































































to the preparation of a budget and 
monthly statements. 

It will be readily appreciated that this 
type of work carries the accountant far 
afield from his usual duties as auditor. 
It is of an administrative nature, and the 
accountant must share the responsibility 
of management. His reputation will 
stand or fall by his success in finding the 
formula to place ailing companies on a 
sound basis. He will not always succeed, 
but he should make every effort before 
recommending bankruptcy proceedings. 
Bankruptcy is like litigation — everybody 
loses. 


This type of work is arduous and 
nerve-wracking, the responsibility is 
great, the hours are long, but there is a 
tremendous satisfaction in seeing a ‘‘sick 
baby” restored to health and everybody 
happy. The reward of the accountant 
(in addition to his fee) is not only to 
gain a client but to make real friends. 
There is nothing that will enhance his 
reputation like success in a few of these 
“salvage” jobs. 


Failure and Liquidation 
If all efforts fail to save a business, it 
must be liquidated. When bankruptcy 
proceedings are found to be inevitable, 
a host of new questions and problems 
present themselves, such as — 


1. Is it possible to rehabilitate the affairs of 
the company by recourse to The Compan- 
ses’ Creditors Arrangement Act, which Act 
provides that a majority of the creditors 
can grant a company relief without form- 
al bankruptcy proceedings? 

2. If it is mecessary to place the company 
in bankruptcy, should its operations be 
continued or its assets liquidated for the 
benefit of the creditors? 


The problems of a trustee in liquidat- 
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ing or reorganizing the affairs of a com- 
pany are legion and include such de- 
cisions as — 

1. Who are to be appointed inspectors to 

assist and advise the trustee? 

2. What privileges have creditors for “30- 

day goods”? 
3. Are creditors claiming a privilege entitled 
to rank as privileged? 

4. Is the security claimed by secured credi- 
tors valid? 

5. Should the assets be sold by auction or 
private sale? 

The trustee frequently finds himself 
the target for criticism from all parties, 
and he must suffer such criticism and 
treat all classes of creditors fairly and in 
accordance with their respective rights. 


As in the case of dealing with sick 
companies, here again the accountant will 
stand or fall by the integrity and business 
acumen he displays in dealing with bank- 
ruptcy situations. 

The accountant cannot escape his ob- 
ligation to do this type of work. The 
business community is looking more and 
mere to him to develop an organization 
to take command of difficult situations. 
I am afraid that the profession as a whole 
has not in the past lived up to its duty 
in this respect. Until we do, we shall 
continue to see incompetent “specialists” 
doing a great deal of bad work in a field 
in which we should be the recognized 
experts. 

In conclusion, I would like to suggest 
that experience in dealing with sick com- 
panies and bankruptcy matters, when 
coupled with a sound auditing training, 
is indispensable to the complete all-round 
education of a chartered accountant, 
whether he remain in the profession or 
accept an executive position in the busi- 
ness world. 





Depreciation 


By C. A. Ashley, B.Com., F.C.A. 


A Socratic contribution to 
the historical cost-replacement cost controversy 





eee Canning, in his Eco- 
nomics of Accountancy, must have 
been one of the first to attempt to relate 
the two subjects of his title; he also de- 
plored the “astonishing lack of discussion 
of the nature of income’ by accountants, 
who “have found almost nothing to say 
about the nature of the thing they mea- 
sure so carefully”. 


Confused Thinking 


An American psychologist has defined 
intelligence as that quality that is tested 
by intelligence tests (thus earning our 
gratitude by throwing light on psychol- 
ogists at any rate). The accountant 
might with greater reason say that in- 
come is that which is measured by an 
income and expenditure account, but he 
would not be defining income. If he 
thought about it a little more he might 
say that by the use of various techniques 
and conventions he arrived at a figure 
which was useful to the business world 
and which was generally known as in- 
come. The difficulty that accountants 
experience with definitions is illustrated 
by an item in Accounting Concepts of 
Profit (Gilman). In the index of this 
book we find “Capital — meaning of, 
4.” On page 4 we find the following: 
“Accounting can be greatly misunder- 


stood by those who are unfamiliar with 
accounting terminology. Such words 
and phrases as ‘current assets’, ‘net 
worth’, ‘surplus’, ‘value’, ‘capital’, ‘rev- 
enue’, ‘fund’, and ‘reserve’ are common- 
ly employed by accountants, to whom 
their meanings usually are clear. _Lay- 
men, however, sometimes fail to under- 
stand those meanings and as a result may 
be led into confused thinking”. An 
economist who is anxious for exact defi- 
nitions may be excused for believing that 
the confused thinking is not entirely 
amongst the laymen. 

After a very long struggle, accountants 
established a high degree of uniformity 
in their thinking on depreciation, and to 
a large extent had persuaded the business 
world to go with them. Professor Paton 
(Essentials of Accounting) says, ‘There 
is also a very common tendency — from 
which even accountants are not exempt 
— to confuse depreciation accounting 
and financing of replacements ... As a 
matter of fact depreciation represents 
the extreme example of prepayment.” 
Professor Finney (General Accounting) 
says, “This expiration of invested costs 
is called “depreciation”. As far as Can- 
ada is concerned this is not a case of the 
academic accountant rushing off into an 
expression of impractical idealism; very 
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few Canadian accountants were likely to 
confuse depreciation and replacement, 
they were prepared to accept the words of 
the American Institute Accounting Re- 
search Bulletin No. 22, “ ... a system 
of accounting which aims to distribute 
the cost or other basic value of tangible 
capital assets . . . over the estimated use- 
ful life . . . in a systematic and rational 
manner. It is a process of allocation, not 
of valuation.” 

Until recently, the difficulty account- 
ants had with businessmen was in per- 
suading them that depreciation was a 
charge which had to be recorded irre- 
spective of and before the determination 
of profits. After the Companies Act 
made the statement of depreciation 
charges for each year obligatory, this 
point became of less importance. The 
influence of the income tax administra- 
tion made the accountant’s position more 
difficult, and during poor times more and 
more auditors’ reports made specific ref- 
erence to depreciation. 


The Problem of Rising Costs 


In recent times a new problem has be- 
come important. In a period of rising 
costs, replacements are costly and busi- 
nessmen look around to see if any relief 
is in sight. Instead of treating this as 
a matter primarily of business policy, an 
attempt has been made to join it up with 
depreciation. This is partly due, no 
doubt, to the hope that larger charges for 
depreciation might be allowed for taxa- 
tion purposes; it is also partly due to the 
old confusion between depreciation and 
replacements that had not been com- 
pletely removed from the mind of the 
businessman. The danger arises of the 
scrapping of a great deal of excellent 
work done by accountants in making ac- 
counting statements rational and compre- 
hensible. Even if we do not believe in 
accounting principles we may object to a 
change in well established accounting 
practices for the purpose of solving a 
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problem by changing something which 
is not directly related to the problem. 
We may also deplore any break in the 
ranks of the accountants. 


The Journal of Accountancy, January 
1950 gives a report of an address given 
by Professor Paton on “Measuring Profits 
under Inflation Conditions”. Without 
giving any definition of “profits”, he 
says “there is substantial justification for 
the view that corporation profits — the 
amount of the earnings of stockholders 
— have been materially overstated in 
recent years’. In the absence of any defi- 
nition, all we can say is that profits have 
been determined more and more in ac- 
cordance with Professor Paton’s earlier 
writings, and that we had thought this 
an excellent thing. Now, he is appar- 
ently prepared to abandon his old posi- 
tion without making his new one very 
clear: “ . . . the great bulk of Ameri- 
can plant was acquired some years ago 
. . . this element of our plant is grossly 
understated in terms of current costs and 
dollars, and the depreciation charges 
based thereon are likewise understated”. 
But we do not now know what he means 
by “depreciation”. He quotes with ap- 
proval an English writer: “. . . these 
concerns have been showing comfortable 
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profits, paying profit taxes thereon and 
distributing dividends; but it is now re- 
vealed that they are not earning sufficient 
profits to meet even partial plant replace- 
ment costs and that for years they have, 
in effect, been paying dividends from 
capital”. 


The Need for Definition 


This shows up the danger of trying to 
get along without definitions. What is 
said in this last quotation carries with it 
strange implications. Suppose a com- 
pany makes regular profits (measured by 
established accounting methods) and 
pays out most of them in dividends. If 
the price level remains about the same 
everything is all right, but if the price 
level suddenly rises before the replace- 
ment of a piece of equipment is due, then 
the company has been paying dividends 
out of capital! The position will be- 
come hopeless if we cannot determine 
the profits of a business for any year 
until we know what the price level will 
be in five, ten or twenty years’ time. 

The provision of funds for replace- 
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ments is a matter of business policy quite 
unconnected with annual charges for de- 
preciation. If additional capital has to 
be raised for the purpose, what could be 
more natural? Why should an old es- 
tablished business be allowed to carry on 
indefinitely with the same dollar capital, 
making higher and higher charges for de- 
preciation and being allowed more and 
more in taxation, while an entirely new 
company could carry on a competitive 
business only by raising a larger dollar 
capital? If half of the funds are pro- 
vided by bonds and half by shares, the 
incongruity becomes even more striking. 
The Council of the Institute in England 
and Wales has this to say about it: “De- 
preciation should be calculated on the 
basis of historical cost. Those respon- 
sible for management should bear in 
mind in their financial policy the neces- 
sity of conserving the finances of the en- 
terprise so that sufficient capital shall be 
available either by setting aside profits for 
that purpose or by raising further capital 
to ensure the future of the business.” 














Recommendations on the Income Tax Act 


Submitted to the Minister of Finance 
by the Taxation Section of the Canadian 
Bar Association and the Legislation Committee 
of the Dominion Association of Chartered Accountants 





I. CaprrAL Cost ALLOWANCES 

For purposes of taxation the new method 
of providing allowances in respect of capital 
cost appears to have been well designed, with 
some exceptions, to provide fair treatment to 
taxpayers. For accounting purposes, however, 
the diminishing balance method of providing 
for depreciation in comparatively few in- 
stances is considered to be appropriate and, 
if the introduction of that method for taxa- 
tion purposes has the effect of causing tax- 
payers to abandon proven methods of de- 
preciation accounting hitherto adopted consis- 
tently for purposes of determining profits for 
the information of shareholders and proprie- 
tors, then the law and the regulations issued 
thereunder are objectionable and should be 


repealed. 
1. Reg. 1100(4) 


One of the effects of this subsec. is to force 
companies to abandon sound depreciation ac- 
counting and to accord to certain transactions 
treatment which is at variance with generally 
accepted accounting procedures. If, therefore, 
this subsec. is to remain in the regulations, 
it is our unqualified opinion that the law 
governing allowances in respect of capital cost 
should be repealed in its entirety. The sub- 
sec. in question reads as follows: 


“Where the taxpayer is a corporation, the 
ageregate of the allowances under subsec. 
(1).or (2) shall not exceed the amount 
deducted in respect of such allowances in 
computing the income or profit for the 
taxation year shown on the financial state- 
ments presented to the shareholders or 
members.” 
At first sight this subsec. appears merely 
to limit the amount of depreciation allowable 
to corporations for tax purposes in any year 


to the amount shown as a deduction in de- 
termining income of that year in the financial 
statements, and to go little further than the 
previous limitation of depreciation to the 
amount recorded in the books of account. 
However, the change to the diminishing bal- 
lance method, the provision for recapture 
under certain circumstances and the allowance 
for obsolescence inherent in the Income Tax 
Act and the regulations issued thereunder in- 
troduce new complications. In operation, sub- 
sec. (4) will force one group of taxpayers, 
namely limited companies, to make a choice 
between either violating sound accounting 
procedures or depriving themselves of the 
right to allowances which the regulations are 
designed to give to them. It is no misstate- 
ment of fact to say that only a company that 
adopts unsound accounting practices will be in 
a position to take full advantage of the allow- 
ances granted under the regulations. 


The implications of subsec. (4) which give 
rise to this extremely serious situation are 
mot apparent at first sight and can best be 
illustrated by means of examples, some of 
which are given below: 


(i) Companies providing for depreciation 
in their accounts on a basis other 
than by means of capital cost allow- 
ance under the Income Tax Act 

For most companies the provision 
for depreciation by means of the 
diminishing balance method is inap- 
propriate and is not a sound account- 
ing procedure. However, to the ex- 
tent that the provision made in the 
accounts, regardless of the method 
adopted, exceeds in any year the 
amount allowable under the regula- 
tions, capital cost is not recoverable 
as an allowance for tax purposes un- 
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less or until all assets of the class 
have been disposed of, a situation 
which will normally only arise when 
a company ceases business operations. 


(ii) Mining Companies 


(iii) 


Mining companies are granted a 
three year exemption from income 
tax on their mining profits. While 
as a result of the exemption it is 
not to the company’s benefit to claim 
depreciation for income tax purposes 
in these first three years, generally 
accepted accounting principles re- 
quire that consistent depreciation 
provisions be made in the accounts 
even in this period of exemption. 
Having done so the appropriate tax 
allowance can only be obtained when 
the mine is abandoned. 

Losses on Disposals 

Where any property is disposed of 
by a company at less than its net 
book value sound accounting prin- 
ciples require that this loss be recog- 
nized in the accounts and written off 
immediately. While the general 
pattern of depreciation regulations 
permits this loss to be amortized 
over future years, the effect of sub- 
sec. (4) is that no deduction in 
respect of the loss can be obtained 
in any year subsequent to the write- 
off, except when the company has 
disposed of all assets of the same 
class. In most cases this will mean 
that the deduction can never be ob- 
tained until the company ceases op- 
erating and disposes of its entire 
plant. 


(iv) Repairs and Improvements 


There are many cases where dif- 
ferences of opinion arise between 
the taxpayer and the taxation auth- 
ofities as to the character of dis- 
bursements. In the past where the 
taxpayer has followed a conservative 
practice in distinguishing between 
repairs and improvements the taxa- 
tion authorities have frequently dis- 
allowed the expense, but permitted 
its amortization over a short period 
of years by way of depreciation, 


without, however, requiring a change 
in the actual accounting practice of 
the taxpayer. Under the new regu- 
lations it would seem that the right 
to deductions for the residual part 
of such expenditures must be post- 
poned until the class of assets con- 
cerned has been disposed of unless 
the taxpayer is satisfied to abandon 
its consistent practice by reinstating 
on its books the undepreciated por- 
tion of the expenditure. 


(v) Patents 

Many taxpayers have followed the 
practice of writing off immediately 
intangible assets, such as patents. 
The practice under the Income War 
Tax Act permitted the cost of these 
patents to be written off over their 
life despite the fact that they had 
been written off in the books at an 
earlier date. The new regulations 
would seem only to give a partial 
deduction in the year of write-off, 
in such cases, and no subsequent 
write-off of the .balance until the 
year when the patent expires. 


(vi) Appraisal Write-downs 


A number of taxpayers have from 
time to time written off substantial 
portions of the cost of major assets 
as a result of appraisals which in- 
dicated that the cost had been ex- 
cessive. Notwithstanding such write- 
downs the Income Tax Division has 
in the past permitted the actual cost 
to be depreciated on an orderly basis 
from year to year. Under the new 
regulations it would seem that in 
such cases no depreciation on the 
portion of cost written off can be 
obtained for taxation purposes until 
the taxpayer has disposed of all 
property of that class — presumably 
when the company winds up. 


For years the accounting profession through- 
out the world has been striving to develop 
sound accounting practices which will present 
business operations in the fairest manner pos- 
sible. That a tax regulation should be the 
instrument whereby much of the progress al- 
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ready made in Canada should be nullified is 
surely contrary to the public interest. Yet, 
if subsec. (4) is to remain in the regula- 
tions, such will inevitably be the result. 

It is paradoxical that a measure which was 
supposed to “mean a great improvement over 
the old system and... . a further step to- 
wards greater simplicity in our system of tax- 
ing business profits”, and which would “like- 
wise be more equitable to the taxpayer and 
to the treasury” should in fact, because of the 
inclusion of s. 1100(4), produce precisely the 
opposite results for all incorporated taxpayers. 
RECOMMENDATION: That subsec. (4) of 
reg. 1100 be deleted. 


2. Provision for Recapture (s. 20(1)) 

Section 20(1) provides for the recapture 
of allowances in respect of capital cost prev- 
iously claimed for tax purposes if, upon dis- 
position of property of a prescribed class, the 
proceeds of disposition exceed the “un- 
depreciated cost to the taxpayer as of the 
beginning of the year of depreciable property 
of that class”. By relating the calculation of 
the amount recaptured to the undepreciated 
cost at the beginning of the year, the section 
will subject to tax am amount in respect of 
which no capital cost allowance had been 
previously claimed. Where a taxpayer pur- 
chases property of a class during the year and 
subsequently in the same year disposes of it, 
the excess of the proceeds over the unde- 
preciated capital cost of the property of that 
class as at the beginning of the year is re- 
garded as income. 


RECOMMENDATION: That the section be 
reworded to relate the calculation of the 
amount recaptured to the undepreciated cap- 
ital cost at the end of the year in which 
disposition takes place. 


3. Unincorporated Taxpayers — 
Computation of Tax on Recapture 


(s. 20(1)) 

Section 20(1) will in some circumstances 
deny to taxpayers a full allowance for loss 
in respect of capital cost actually sustained. 
In the case of the unincorporated taxpayer, 
any recapture which is to be regarded as 
income by reason of this section will be sub- 
ject to tax at the highest rates applicable 


to that taxpayer for that year. It may well 
be that the rates applicable to the allowances 
in respect of capital cost previously claimed 
by the taxpayer, even though at his highest 
fate in each case, are significantly lower than 
the rates applicable upon the amount of the 
recapture, and he will thus be denied a cer- 
tain portion of the allowance to which he is 
entitled if he is not to bear a tax on capital. 


RECOMMENDATION: That the unincor- 
porated taxpayer be given the option of com- 
puting the tax upon the amount of the re- 
capture as if the amount had been recaptured 
in equal portions over a five year period. 


4. Losses Not Always 
Recoverable (s. 20(1)) 


Under some circumstances s. 20(1) and 
reg. 1100(3) will have the effect of denying 
to taxpayers their full allowance in respect 
of the capital cost of depreciable property. 
If a taxpayer has disposed of all the property 
of a class during the year, reg. 1100(3) pro- 
vides that what would otherwise be the un- 
depreciated canital cost of the property at the 
end of the year will be allowed as a deduc- 
tion in that year. If the income of the 
current year and the preceding year is not 
sufficient to cover the loss and if the taxpayer 
is ceasing operations, there is no manner by 
which the tax already paid on this loss can 
be recovered. 


RECOMMENDATION: That taxpayers be 
given the option of spreading the loss over 
the previous 5 years possibly restricting this 
option in the case of incorporated taxpayers 
to those companies going out of business. 


5. Scrapping or Abandoning 
Depreciable Property (s. 20(3)(b)) 


Section 20(3)(b) defines “disposition of 
property” as including any transaction or 
event entitling a taxpayer to proceeds of dis- 
position. Where property is scrapped or ab- 
andoned, there are no proceeds therefrom. 
Reg. 1100(3) provides that the loss on the 
final disposition of a class of property may 
be charged against the income of the year 
of disposition. 


RECOMMENDATION: That the definition 
of “disposition” be revised to make it clear 
that a taxpayer has the right to an allowance 
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for the undepreciated capital cost of property 
which he has disposed of but for which, be- 
cause of its lack of value, he has received no 
consideration. 


6. Regulations — Parts XI, XII & XIII 

As these regulations have only been made 
public for a period of a few months and 
consequently their application in practice has 
not yet been tested to any material degree, 
it is not possible at this time to make a com- 
prehensive study of their effect in operation. 
However, in addition to the observations al- 
ready made on subsec. (4) of Reg. 1100, 
there do appear at this stage to be some points 
which may cause difficulty or give rise to in- 
equitable treatment of taxpayers. For example, 
the following provisions will create needless 
inequity and hardship: 


(a) Regulation 1100(1) (6) 

It is assumed that the words “capital cost” 
in sub-para. (i) are intended to mean actual 
capital cost in respect of items acquired prior 
to the 1949 taxation year, because only this 
interpretation will result in treatment consis- 
tent with that accorded items acquired sub- 
sequent to the 1949 taxation year. 


RECOMMENDATION: That the word “‘ac- 
tual” be inserted before “‘capital cost” to avoid 
possible misrepresentation. 


(b) Schedule B, Class 13 

There are many instances in which ex- 
penditures which would come under class 13 
of Sch. B have a useful life significantly less 
than the remaining period of the lease. 
RECOMMENDATION: That greater flexi- 
bility be allowed in dealing with expenditures 
of this type. 
(c) Regulations 1300 and 1303 

Taxpayers filing T1 returns rarely know and 
have no way of ascertaining the proportion 
that the mineral profits bear to the income 
of the company from which they receive 
dividends which are eligible for deduction 
under Part XIII. In order to make this in- 


formation available to the shareholders, so that 
they may determine accurately their tax li- 
ability, information will be required as to the 
applicable rate of depletion. 

RECOMMENDATION: That a list of the 
rates that are applicable to the dividends from 
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various companies be published before the 
date for filing returns. 
(d) Schedule B, Class 8 

Class 8 under Sch. B excludes certain items 
from the deductions in respect of capital cost, 
which formerly were included in determining 
taxable income. Item (a), an animal, results 
in the exclusion of the cost of horses used for 
business purposes which were formerly allow- 
ed at a 10% rate. However, if it is intended 
to allow a deduction in respect of such an- 
imals on an inventory basis taxpayers will be 
treated equitably. 


RECOMMENDATION: That this question 
be clarified as soon as possible. 
(e) Schedule B, Class 8 

Also excluded under class 8 are railway 
track, railway grading, railway subway and a 
railway street crossing. A number of tax- 
payers, not in the business of railroading, have 
expended moneys upon assets of this nature. 
Expenditures by such taxpayers on assets of 
this type are necessary to the carrying on of 
their business and should be taken into ac- 
count in determining the allowances deduct- 
ible in determining taxable income. 
RECOMMENDATION: That this regula- 
tion be amended accordingly. 


II. INSTANCES WHERE 
CAPITAL GAINS ARE TAXED 

The Act defines “income from business or 
property” in s. 4 to be “the profit therefrom 
for the year”. Nowhere is it expressly stated 
in the statute that capital gains shall not be 
taxed. The Income Tax Act operates to tax 
what is named therein less the permitted 
deductions without precision as to their nature 
as between capital and income. 


1. Section 8(1)(c) 

This para. contains express power to tax 
any benefit or advantage which is conferred 
on a shareholder by a corporation and does 
not distinguish between benefits of a capital 
or benefits of an income nature. It is not 
limited by any words which state that these 
benefits shall only be taxable to the extent 
that they are included in income. Thus, s. 
8(1)(c) can be employed in any fashion, 
even to tax capital transactions. There is no 
discretion in this section, no mitigation in 
the imposition of the tax. It is a charging 
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section apart from the other charging sections 
of the Act, which clearly and openly taxes 
capital transactions. 

RECOMMENDATION: That s. 8(1)(c) be 
deleted from the statute. Benefits or advan- 
tages of an imcome nature are taxable under 
many other sections of the Act, notably ss. 3, 
4, and 16. An additional para. to tax such 
benefits to a shareholder is unnecessary and 
redundant. If this para. is not repealed, it 
is recommended that it be limited to tax only 
those benefits to the extent that they are 
income in the hands of the recipient and thus 
eliminate the now accepted possibility that 
this para. will tax capital gains. 


2. Section 125(2) 

Section 125 subsec. (2) provides that where 
sales, exchanges, declarations of trust or other 
transactions of any kind result in one person 
conferring a benefit on a taxpayer, the benefit 
shall be taxable in one of three alternative 
methods. The benefit may be included in 
income, it may be treated as the income of 
a non-resident, or it may be treated as being 
a gift. This subsec., and indeed s. 125 in its 
entirety, nowhere states what type of benefit 
shall fall into what category of treatment. The 
same argument that was raised in connection 
with s. 8(1)(c) above applies with equal 
force to this subsection. Section 125(2) is a 
charging section separate from the rest of the 
Act and does not distinguish between income 
benefits and capital benefits but contains the 
power to include them all or any part of 
them as income or as gifts for purposes of 
taxation under the Act. 
RECOMMENDATION: That s. 125 be 
repealed as being redundant or alternatively 
that subsec. (2) be so amended that benefits 
of an income nature be included in income 
while benefits of a capital nature be subject 
to gift tax only. In this manner, even if sub- 
sec. (2), which is wholly objectionable, is 
retained in the Act, the benefits which can 
be established to have arisen as a matter of 
fact thereunder, will be taxed properly in ac- 
cordance with the other provisions of the Act 
according to whether they are capital or in- 
come. 


3. Section 126 
Section 126 is wholly objectionable from 
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every aspect and it is submitted that it should 
be repealed forthwith. Under this particular 
heading of consideration, however, s. 126 is 
objectionable because it contains the open 
power to tax capital gains. Many instances 
have arisen where shareholders have sold or 
have asked a ruling in connection with the 
sale of shares in corporations which they may 
or may not control and which have large un- 
distributed income on hand. The administra- 
tion has informed such applicants that if the 
sale is consummated a reference to Treasury 
Board may be made with a view to imposing 
a tax on the profit realized by the seller of 
his shares. It is believed by the majority 
of taxpayers of this country that any man is 
entitled to dispose of capital assets without the 
uncertainty of attempted taxation. Section 126 
is vicious in that it accords the executive the 
full power to tax capital gains. 


RECOMMENDATION: That s. 126 be de- 
leted from the Act. 


4. Section 6(1)(g) 

A further instance where the Income Tax 
Act imposes a tax upon capital in the hands 
of the owner is under the application of s. 
6(1)(g) to what are known as “open end 
investment trusts’. These organizations, to 
the extent that the funds subscribed may be 
returned to the shareholders, are forced to 
function somewhat differently under the pre- 
vailing company law than ordinary corpora- 
tions. They are required to set aside out of 
the moneys subscribed for common stock a 
portion which is credited to capital surplus 
account and earmarked to be employed only 
for the so-called redemption of such common 
stock when a subscriber offers it to the com- 
pany for sale. For example, an individual 
may subscribe $10 to such a trust and will 
receive therefor a common share whose par 
value is only, for example, $2: $2 is credited 
to capital stock account and all or part of the 
$8 differential is credited to capital surplus 
account. At some future time this or another 
shareholder presents his certificate for redemp- 
tion to the company, wishing to terminate 
his investment therein. He receives back $10, 
the current operating earnings of the com- 
pany having normally been paid out substan- 
tially in their entirety from year to year. 
Under s. 6(1) (g), however, quite apart from 
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s. 9(2), the shareholder has received a prem- 
ium of $8 upon which he is required to pay 
tax. There would appear to be little possi- 
bility that para. (g) could be construed in 
any other fashion in view of the Income Tax 
Appeal Board decision in Wharton v. M.N.R. 
{1949} T.A.B.C. 93 under a very similar 
provision of the Income War Tax Act. 

It is apparent from the facts recited that 
the incidence of tax in this case is not in- 
tentional. It is suggested, therefore, that an 
appropriate remedy would be to except from 
the application of s. 6(1)(g) all companies 
which qualify under s. 62 of the Act to the 
extent that what is received back does not ex- 
ceed the price paid for the shares by the re- 
cipient either on the open market or to the 
corporation itself. 


III. UNREALIZED AND UNREAL 
BENEFITS 


There are a number of sections in the 
Income Tax Act, not present in the Income 
War Tax Act, which impose taxes on income 
mot received in money or money's worth and 
not necessarily received or receivable in terms 
of economic enjoyment or benefit. 


1. Sections 9, 16, 125 and 126 


Under none of these sections must the 
Crown establish that the taxpayer has benefited 
in money’s worth. Something which he may 
mever receive or enjoy, such as the increases 
in equity behind share capital or the trans- 
formation of money in the hands of a corpor- 
ation stranger to him, may give rise to a 
very severe tax penalty in his hands. The 
Government has already recognized this in- 
justice in the case of capitalizations effected 
by non-resident corporations in respect of 
which Canadian taxpayers used to be taxable. 
It is submitted that this merely highlights 
the fact that the situation within Canada has 
not been repaired. 

It is also submitted that, aside from the 
accrual basis of calculating income, income 
tax should be imposed only on those occas- 
ions when the person taxed receives money 
or money’s worth in respect of the benefit 
taxed and by means of which the resultant 
tax liability can be satisfied. It is realized that 
the adoption of this principle or, rather, the 
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reversion to this principle which has been 
hallowed in the British Courts and under the 
Canadian Act before the. introduction of the 
Income Tax Act, might result in the loss of 
revenue to the Government in certain situa- 
tions; such as, for example, where income is 
capitalized or converted into capital without 
the taxpayer receiving money's worth. 


RECOMMENDATION: That there be in- 
cluded within the statute a general section 
stating that receipt in money or money’s worth 
must be the prime test of whether or not a 
benefit can be taxable as income. 


2. Section 13 


Another instance of the effect of taxation 
upon real or unrealized benefits is the presence 
of s. 13 in the Act. Section 13 states that 
the income of a person for a taxation year 
shall be deemed to be not less than his in- 
come for the year from his chief source of 
income. This means that an individual's chief 
source of income once determined by law or 
fixed by the discretion of the Minister, as 
contained in subsec. (2) of that section, can- 
not be reduced by losses suffered in other as- 
pects of his economic life. We thus have 
the spectacle of a man receiving om paper an 
income from his chief source and suffering 
én fact losses in other directions (not of a 
capital nature) being taxed upon the paper 
income from his chief source without any 
abatement, although he has never and will 
mever receive it and has not got the funds 
out of which to pay the tax, e.g. non-pro- 
fessional farmers. 

It is submitted that s. 13 is unnecessary 
and redundant since the definition of loss in 
the Act fully protects the revenue against any 
claim which may be made for the deduction 
of capital losses from income. Further, the 
use of the word “source” in s. 13 is objec- 
tionable and causes great hardship. It is felt 
that the taxing statute should return to the 
fundamental concept that what is to be 
taxed is a man’s net income, i.e. the sum of 
his income from all sources less the expendi- 
tures and income losses applicable to that 
income from all sources. In this manner an 
individual and a corporation would be en- 
couraged to develop in collateral lines, with 
the knowledge that if he failed income losses 
and income expenditures would be allowable 
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as set-offs against income in determining the 
aggregate net position for taxation purposes. 
RECOMMENDATION: That s. 13 be de- 
leted from the Act. 


3. Stock Rights 

A further example of the taxation of un- 
teal and unrealized benefits is the taxation of 
rights to subscribe for shares in a publicly 
listed company where the market inevitably 
adjusts before the shareholder can realize or 
enjoy whatever benefits he was intended to 
have, so that he has on the day of receiving 
his stock rights, no more in terms of the 
overall equity interest in the corporation than 
he had the day before. This has already been 
the subject of numerous briefs and statistical 
evidence and it is beyond question that stock 
rights do not confer a net benefit upon a 
shareholder. 


RECOMMENDATION: That there be in- 
cluded within the statute a general section 
Stating that receipt in money or money's 
worth must be the prime test of whether or 
not a benefit can be taxable as income. 


IV. ADMINISTRATIVE DISCRETION 

The Income Tax Act contains a number 
of provisions where administrative discretion 
is permitted to flourish as before the change 
in Government policy and the Courts are ig- 
nored as effective tribunals and even as to 
their already existing judgments. The most 
glaring examples of the remaining authority 
to exercise administrative discretion are ss. 


9(6) and 126. 


1. Section 9(6) 

Under s. 9(6) it was pointed out to the 
Minister of Finance in the last joint submis- 
sion of these Associations that no effective 
means of appeal existed. Under this section 
the Minister may notify a corporation that in 
his opinion the undistributed income exceeds 
what is reasonably required for the purpose 
of the business. This notice is sent to the 
corporation and not the shareholder. The 
shareholder, in most cases, is not aware that 
such a letter has been received by his cor- 
poration as is evidenced by the surprise evin- 
ced by the shareholders of certain public com- 
panies which were recently the recipients of 
such a letter and declared a dividend of large 
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proportions to their shareholders as a result. 
The corporation must then establish that the 
undistributed income did not exceed what was 
reasonably required for its business or that 
the Minister had picked an unduly large figure 
in that connection. In order to do this effec- 
tively, the corporation would be required to 
appeal to the Exchequer Court but this is not 
permitted it. The corporation itself is never 
assessed, such assessment going to the share- 
holders some years after the event. Thus, the 
assessment is in fact, but not in law, directed 
to the corporation through the mailing of the 
letter, but the assessment from which appeals 
must be taken is directed to the shareholder. 
The passage of time is important in this con- 
nection, as was pointed out to the Minister 
in the spring, since subsec. (8) provides that 
if a letter has been received by a corporation 
and the actual money deemed to have been 
distributed is not actually distributed within 
ninety days from the date of the letter, any 
further distribution of these moneys will be 
taxable a second time in the hands of the 
shareholders. This means that a corporation 
receiving such a letter may undertake nego- 
tiations with the Department but cannot af- 
ford to impose a further liability upon its 
shareholders by failing to actually distribute 
the moneys in question within ninety days. 
The result is, in effect, that the corporation 
does distribute, the shareholder receives his 
money and any appeal from the Minister's 
letter is worthless since, even if it were suc- 
cessful, the shareholder would remain taxable 
as having received the moneys in question. 

In addition, s. 115 is now being employed 
in connection with subsec. (6) of sec. 9, 
which is felt to be a misuse of the power 
contained in that section. 

This is considered to be a denial of justice 
of the worst kind. It is, by a distortion of 
legislative intention, the deprivation of a 
shareholder of any effective means to dispute 
or even to discuss the liability imposed upon 
him by a discretionary act of the adminis- 
tration. 

RECOMMENDATION: That s. 9(6) be 
deleted from the statute, or, alternatively, 
that a letter be directed to the company or 
the shareholder with full powers of appeal 
to all as is the case in every other distribu- 
tion under the Act, and without any time 
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limit upon the time when the moneys may 
be paid out to him. 


2. Section 126 

Section 126 has already been mentioned as 
being objectionable for other reasons. It is 
even more objectionable for the reason that 
it vests in the authorities a discretionary power 
to determine when a taxable benefit arises 
even though that benefit may not be of an 
income nature and may never be received 
in money or money’s worth. The effect of 
the decisions of the Courts which state that 
the onus is always upon the taxpayer to re- 
fute every argument in law or in fact which 
may be raised against him in effect deprives 
taxpayers assessed under these sections of any 
relief before. the Courts. It is extremely dif- 
ficult to refute by proof or by argument the 
opinion of an administrative official that a 
benefit has been received when the only ques- 
tion before the Courts is whether or not it 
should be affirmed or be vacated and referred 
back to be exercised again. 
RECOMMENDATION: That s. 126 be re- 
pealed. 


3. Depletion Allowance 
to Life Beneficiaries 

A further example of the disregard for the 
Courts in the scheme of the taxation law in 
Canada is seen in the recently issued T.3 
Return on page 2 whereof it is stated: 

“No deduction, however, is to be made 

for depletion if the income of the estate 

or trust is payable to a life beneficiary or 

life beneficiaries.” 
This completely denies the benefit accorded 
by the decision of the Exchequer Court of 
Canada in Gilbooly v. M.N.R., {1945} C.T.C. 
203. Further the publication of this form 
first publicly drew the attention of taxpayers 
to the fact that the right of a life tenant 
to depletion had been done away with. 
RECOMMENDATION: That Part XIII of 
the regs. and s. 11(2) be amended to en- 
sure to life tenants the depletion allowance 
gtanted to those receiving dividend income 
from oil and gas wells and mines. 


4. Valuation of Inventory 
(s. 14(2) & Reg. 1800) 
In s. 14(2) attempt is made to prescribe 
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methods of inventory valuation for purposes 
of computing income. One method, namely 
the cost to the taxpayer.or its market value 
whichever is lower, is specifically mentioned 
in the Act, and the door is left open so that 
further methods may be prescribed by regu- 
lation. Reg. 1800, recently published, adds 
two such methods, namely: 


(i) All the property described in all the 
inventories of the taxpayer must be 
valued at its Cost to the taxpayer; or 

(ii) All the property described in all the 
inventories of the taxpayer must be 
valued at its fair market value. 

Thus, there are now 3 different methods of 
inventory valuation permitted under the Act. 


Owing to the varying circumstances of dif- 
ferent businesses, many different methods of 
inventory valuation have been evolved and 
applied consistently to the businesses to which 
they are best suited. These methods, over 
the years, have been found to reflect income 
for the year in as satisfactory a manner as 
possible and have come to be regarded as 
sound commercial practice. A number of 
these methods, but by no means all, will fall 
within the scope of the methods now sanc- 
tioned under the Act. 


Furthermore, there is considerable uncer- 
tainty as to the interpretation of the words 
used in the statute “cost to the taxpayer or 
its fair market value, whichever is lower”, 
both as to the meanings of “cost” and “fair 
market value” and as to the method of ap- 
plication of the principle of “lower of cost 
or market”. Only if the meanings attributed 
to these terms are those which they have in 
a commercial and accounting sense, will a 
vast number of taxpayers be entitled to con- 
tinue following practices which they have been 
following consistently over a long period of 
years. 


It is submitted that to legislate specifically 
for the many sound methods of inventory 
valuation used in business is an impossible 
task and that to attempt to do so can only 
result in forcing many taxpayers into methods 
of inventory valuation quite inappropriate to 
their trade or business. At the same time 
they will be obliged to abandon methods 
which they have followed consistently for 
many years, which have resulted in reflecting 











fairly the annual income and which were ac- 
ceptable under the Income War Tax Act. 


Whilst affirming that an attempt to legis- 
late specifically for methods of inventory val- 
uation will result in inequitable treatment of 
taxpayers and in unwarranted interference 
with business, the importance of inventory 
valuation in determining profits and the con- 
sequent interest of the Revenue in the meth- 
ods adopted are fully realized. In this re- 
gard it is submitted that adequate safeguards 
to the Revenue are contained in s. 4 of the 
Act, wherein income from a business is stated 
to be the profit therefrom. It is believed 
that there is an abundance of jurisprudence 
to ensure that in determining the profit from 
a business the inventory shall be valued on a 
consistent basis, in accordance with the custom 
of the trade and in accordance with sound 
accounting practice. Surely, if these principles 
are enforced, the rights of the Revenue are 
fully protected and there is no need whatso- 
ever for specific legislation, which, as pointed 
out, above, cannot prove equitable and which 
must be handicapped by lack of flexibility. 


In this country, the Income War Tax Act 
contained no specific provisions relating to 
inventory valuation, yet the lack of marked 
dissatisfaction on the part of either the Rev- 
enue or the taxpayer is evidenced by the 
complete absence of case law on the subject. 
In Great Britain and other nations of the 
Commonwealth the tax statutes are tacit on 
the subject and no disadvantages either to 
the fiscus or to the taxpayer seem to have re- 
sulted therefrom. In short, there can be no 
justification whatever for introducing into a 
mew statute, one of the avowed objects of 
which was to simplify the law, an unnecessary 
provision which by its nature will tend to 
make the law more and more complicated. 


RECOMMENDATION: That s. 14(2) be 
deleted from the Act. 


V. CASES OF DISCRIMINATION 


1. Income from Office 
or Employment (s. 5) 


The income subject to tax should be the 
met income for the year, that is, the amount 
received by the taxpayer after payment of 
the expenses of earning it. There is no more 
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reason for departing from this principle in 
the case of persons whose income consists 
of salary or wages than in the case of per- 
sons whose income is derived from business 
or property. Admittedly administrative con- 
venience, which appears to be the explanation 
for the discrepancy in the treatment of salaried 
income, is entitled to consideration, but it is 
not the only consideration. The injustice of 
the present treatment is emphasized by the 
additional exceptions from it created by the 
recent statute in respect of certain classes of 
railway employees and clergymen. The in- 
cidence of taxation should be primarily gov- 
erned by the principle of justice to the tax- 
payer rather than that of convenience to the 
tax collector. In other countries, notably 
Great Britain and the United States, whatever 
conflict there may be between these two con- 
siderations has been resolved more satisfac- 
torily than in this country. 


RECOMMENDATION: That the Act be 
amended to permit the deduction of expenses 
laid out for the purpose of gaining income 
from an office or employment. 


2. Pensions 


(ss. 6(1)(a), 11(1)(g), and 34) 

Under the present law all superannuation 
or pension benefits and retirement payments 
are chargeable as income in the year of re- 
ceipt (s. 6(1)(a) and 34), but a special 
concession is granted to one group of citizens, 
viz., employed persons, who are exempted 
from taxation during their working years on 
their contributions to approved plans set up 
by their employers (s. 11(1) (g)). This con- 
cession is granted for sound reason, namely 
to enable employed persons to apply a por- 
tion of the income earned by them during 
their active years to their years of retirement 
and thus avoid becoming dependent on the 
charity of their relatives or the public. 


The only reason for confining this privilege 
to this special group of employed persons is, 
obviously, not because the same policy is not 
equally desirable for others but because ade- 
quate safeguards have not been established 
to ensure that pension plans for others will be 
soundly administered and the funds used for 
the designed purpose. The question of safe- 
guards aside, it is no less desirable that per- 
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sons other than this special group should make 
provision in their working years for their sup- 
port on retirement. The substantial question 
is thus one of providing safeguards to pre- 
vent persons from using provisions designed 
to encourage an extension of pension plans 
as a means of tax avoidance or evasion. 


Another unfortunate consequence of the 
existing law is that persons who make con- 
tributions to pension schemes other than 
approved plans are taxed twice on a part 
of their income, which must to some extent 
be an inhibitory influence against an admit- 
tedly desirable policy. They are allowed no 
deduction on their contributions to their 
scheme, and they are subject to tax on the 
pension payments when paid out years later, 
despite the fact that a portion of the pay- 
ments is merely a return of their original 
contribution. 


It is believed that considerable encourage- 
ment to pension schemes can be provided by 
a means which will leave no room for tax 
avoidance and will at the same time wipe out 
the present inequitable position in which non- 
approved pension plans are placed. These 
ends could be achieved by placing pension 
benefits from non-approved pension plans on 
the same basis as annuities, namely, exempt 
from tax the portion which is a return of 
savings. 

At the same time, and independently of 
the above recommended policy, further con- 
sideration should be given to extending the 
present policy of allowing the deduction of 
contributions to approved pension plans and 
include persons, such as proprietors and part- 
ners. It is clear enough that an immediate 
tax benefit is more welcome than a post- 
poned one, and if proper safeguards are creat- 
ed, the extension of the policy now set out 
in s. 11(1)(g) will do a great deal to en- 
courage a very worthy objective, viz., the pro- 
vision by citizens out of their earnings during 
their working years for their own support 
in retirement. 


RECOMMENDATION: That pension bene- 
fits from non-approved pension plans be taxed 
on the same basis as annuities and that con- 
sideration be given to extending the scope 
of approved plans to include proprietors and 


partners. 
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3. Remuneration Paid to Spouse or 
Spouse of Partner (ss. 21(2) and (3)) 

Remuneration paid one spouse as an em- 
ployee of the other or as an employee of a 
partnership in which the other spouse is a 
partner should be deductible where the em- 
ployment is bona fide. Adequate protection 
against evasion is afforded by s. 12(2), which 
prohibits the deduction of expenses not reas- 
onable in the circumstances. 


RECOMMENDATION: That subsecs. 21(2) 
and (3) be repealed. 


4. Consolidated Returns (s. 75) 

Sound accounting and commercial prac- 
tice requires the consolidation of the accounts 
of parent and subsidiary companies for the 
accurate reporting of income in many in- 
stances. This particularly applies where the 
situation is within the scope of subsec. (1) 
of this section. Furthermore, from the ad- 
ministration’s point of view, consolidated re- 
turns simplify the administration of the Act 
by making it unnecessary to police inter- 
company transactions. Since the loss carry- 
over provisions have now been extended to 
cover a period of seven years, the filing of 
returns on a consolidated basis is not likely 
to give any taxpayer an unwarranted advan- 
tage, and thus the additional tax of 2% op- 
erates as a penalty and a deterrent to a de- 
sirable practice. 
RECOMMENDATION: That the 2% ad- 
ditional tax applicable to consolidated returns 
be removed. 


5. Tax Payable by a 
Corporation (s. 36(3), (4), and (5)) 

To subject related companies to a higher 
rate of tax on their first $10,000 of incoms, 
while it may prevent some tax avoidance, at 
the same time introduces inequities particu- 
larly in cases where minority interests are 
involved. Furthermore, where two or more 
companies are related and no one company 
earns profits of $10,000 in a.taxation year, 
the full benefit of the lower rate cannot be 
obtained. 

Certainly to extend the lower rate of tax 
to all companies constituted before the an- 
nouncement of the present policy by the Min- 
ister of Finance in March 1949 cannot give 
rise to tax avoidance. To extend the policy 











to all companies, regardless of the date of 
incorporation, would have the advantage of 
removing the present inequities, and it is un- 
likely that it would result in any material loss 
to the Revenue. 


RECOMMENDATION: That the lower rate 
of tax be extended to all companies without 
exception. If this is not considered possible, 
the benefit should be extended to all com- 
panies constituted prior to Mach 1949, and, 
in the case of related companies to which 
this extension would not apply, provision 
should be made to permit apportionment be- 
tween companies of the first $10,000 of in- 
come subject to the lower rate of tax. 


VI. Tax Evasion 
Sections 125 and 126 

The strongest objection is raised to the con- 
tinued presence of these two provisions in 
the tax law now that the war and the post- 
war reconstruction period are over, and the 
times no longer call! for the retention of extra- 
ordinary power by the Government. The 
time has now come to reinstate the ordinary 
law by which Canadian citizens and British 
subjects are wont to be governed. 

We believe that in a true democracy such 
as Canada citizens should be free to do what- 
ever is permitted by law, and that the freedom 
should not be hedged in and rendered du- 
bious by the retention of shadowy and un- 
defined powers by the Crown. Our ances- 
tors struggled for centuries to limit and de- 
fine the powers of the Crown, and to make 
them subject to the law, particularly in re- 
gard to taxation. If the law itself is now to 
be used as a means of restoring that arbi- 
trary power, the struggle will have been won 
in vain, but the forces which won it c2zn- 
turies ago are still present in the character 
of the Canadian people and will operate with 
increasing vigour until the situation is re- 
stored. 


Tax evasion is most reprehensible and 
should be prevented by every proper means. 
But what is tax evasion? The Courts have 
for many years sanctified the doctrine that a 
taxing statute must be strictly construed and 
that only Parliament can impose a tax, and 
even then requires the clearest of words to 
do so. In Great Britain Parliament has hon- 
oured this principle and has given not the 
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slightest hint of even a predilection towards 
the viewpoint which in Canada manifests it- 
self in ss. 125 and 126. We point to the 
recent House of Lords decision in Commis- 
sioners of Iniand Revenue V. Wesleyan & 
General Assurance Society (1948) 30 T.C. 
11, where the House of Lords reaffirms the 
basic principle as follows: 


“It may be well to repeat two proposi- 
tions which are well established in the 
application of the law relating to Income 
Tax. First, the name given to a transac- 
tion by the parties ccncerned does not 
necessarily decide the nature of the trans- 
action. To call a payment a loan if it 
is really an annuity does rot assist the tax- 
payer, any more than to call an item a 
capital payment would prevent it from be- 
ing regarded as an income payment if 
that is its true nature. The question al- 
ways is what is the real character of the 
payment, not what the parties call it. 

Secondly, a transaction which, on its 
true construction, is of a kind that would 
escape tax, is not taxable on the ground 
that the same result could be brought about 
by a transaction in another form which 
would attract tax. As the Master of the 
Rolls said in the present case (page 16 
ante) ‘In dealing with income tax ques- 
tions it frequently happens that there are 
two methods at least of achieving a par- 
ticular financial result. If the other method 
is adopted, tax will not be payable . . . The 
net result from the financial point of view 
is precisely the same in each case, but one 
method of achieving it attracts tax and 
the other method does not. There have 
been cases in the past where what has 
been called the substance of the transac- 
tion has been thought to enable the Court 
to construe a document in such a way as 
to attract tax. That particular doctrine of 
substance as distinct from form was, I 
hope, finally exploded by the decision of 
the House of Lords in the case of Duke 
of Westminster Vv. Commissioners of In- 
land Revenue, 19 T.C. 490.” 

We would also refer you to the countering 
measure which the British Parliament took 
to prevent the device from being used in the 
future. See Finance Act, 1949, s. 25, en- 
acted 30th July, 1949. This provision is ex- 
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pressed in the most precise language, and is 
specifically given prospective operation only. 

Encouragement and support will be whole- 
heartedly given to any legislation which Par- 
liament may enact to deal with specific in- 
stances of tax evasion. But Canadian citizens 
should certainly be entitled to believe and to 
act upon the belief that conduct which is not 
forbidden by law will not be penalized un- 
der either ex post facto legislation or by the 
exercise of arbitrary power by the Crown. 
RECOMMENDATION: That ss. 125 and 
126 of the Act be repealed. 


VII. MEMO RE TRUSTS 
ADMINISTERED IN CANADA 


With Reference to Exemption from 
Tax of Income from Outside Sources 
Passing Through a Canadian Trust and 
Going to a Non-resident Beneficiary 

Two situations arise in this connection: 
1. The first situation involves the receipt of 
income from United States sources by a Can- 
adian trustee who disburses such income back 
to beneficiaries who are residents of the 
United States. This situation under recent 
tulings of the Canadian tax authorities re- 
sults in double taxation since in Canada the 
income passing through the Canadian trust 
is being taxed here, while the United States 
also taxes it upon receipt by the United 
States beneficiary. At the present time neither 
the existing Convention between the two 
countries nor the regulations alleviate this 
hardship. On the other hand income from 
Canadian sources paid to a United States 
trustee and then remitted to a Canadian resi- 
dent beneficiary is free of United States tax. 
It would seem reasonable that the situation in 
Canada should be corrected by any supple- 
mentary convention that is entered into be- 
tween the two countries. 

If the supplementary convention contained 
the following provision it would alleviate the 
situation: 

“Income which is derived from sources 
within one of the contracting states by an 
estate or trust resident in the other con- 
tracting state and distributed or distribut- 
able to any beneficiary of such estate or 
trust who is a resident of the former state 
shall be exempt from tax in the latter 
state.” 
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2. The second situation involves dividends and 
interest received by shareholders of a Can- 
adian corporation which receives part of its 
income from United States sources. This sit- 
uation is presently covered by Article XII of 
the existing Convention between Canada and 
the United States. 


Under the United States income tax laws, 
dividends paid by a foreign (as to the United 
States) corporation constitute in part, at 
least, income from United States sources it 
50% or more of the gross income of the 
foreign corporation for the three taxable years 
preceding the declaration of the dividend was 
derived from sources within the United 
States. The United States laws also provide 
that in the case of interest paid by a Canadian 
corporation, the entire amount is deemed to 
be from United States sources if the foreign 
corporation is a “resident” of the United 
States and derives at least 20% of its income 
from United States sources. ‘This situation 
might also be covered in an amendment to 
Article XII. 

It would be appropriate that approximately 
the same broad exemption which is presently 
granted by the United States-United Kingdom 
Convention be also provided for in any sup- 
plementary Canada-United States Convention. 


‘Such a provision as the following would 


cover the situation: 


“Dividends and interest paid on or after 
the effective date of this Convention by a 
corporation organized under the laws of 
Canada shall not constitute income from 
sources within the United States and shall 
be exempt from United States tax, except 
where the recipient is a citizen of or a resi- 
dent of the United States or a United 

States corporation.” 

If the above was done, Canadian corpora- 
tions deriving any income whatsoever from 
the United States would benefit because of the 
effect on investments in Canadian corpora- 
tions. 


VIII. GENERAL RECOMMENDATIONS 


1. Double Taxation of Corporation 
Income and Accumulated Surpluses 
of Closely Held Companies 

An essential to the growth of the Canadian 
economy is a tax policy which will produce 
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the needed revenue without discouraging en- 
terprise. A principal objection to the present 
income tax structure is the double taxation 
of corporation income, with its resultant dis- 
couragement to enterprise. 


The desirability of solving this problem 
is recognized by the Government. It was 
thus with general approval that the com- 
munity received the announcement of the 
Minister of Finance on 22nd March 1949 in 
which he introduced the “first step” of re- 
form designed to bring about the removal of 
double taxation of corporation income. It is 
hoped that the succeeding steps in the policy 
will be enacted as soon as possible. 

Furthermore, solution of this problem will 
have the concomitant effect of preventing the 
recurrence of the vexatious problems arising 
from the accumulation of earnings in the 
hands of closely held corporations. These 
problems are again acute, even though relief 
was granted in 1945 under the provisions of 
Part XVIII of the Income War Tax Act, but 
as was pointed out by the Minister of Fi- 
mance on March 22, 1949, “So severe is the 
application of our present law in such cases 
that many businesses have been driven into a 
great variety of extremely complicated and 
cumbersome devices to secure legal avoid- 
ance of the excessive tax burden to which they 
are now potentially liable.” 


If the policy dealing with the whole prob- 
lem of double taxation of corporate income 
has been designed to take care of prior ac- 
cumulations of earnings by closely held com- 
panies, the acuteness of the present situation 
makes it even more desirable that the re- 
maining steps in the policy be undertaken at 
once. If the policy does not cope with this 
problem of accumulated earnings, then it is 
recommended that special provision be made 
to relieve this excessive liability. 


2. Interest on Borrowed Money 
(s. 11(1)(c)) 

The recent decision of the Supreme Court 
of Canada in T. E. McCool Lid. v. MNR 
[1949] C.T.C. 395 that interest owing upon 
the purchase price of a property used in the 
business is not deductible as an expense is 
at variance with ordinary commercial usage 
as well as with the practice which prevailed 
under the Income War Tax Act. 
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RECOMMENDATION: That s. 11(1)(c) be 
amended to counter the effect of the recent 
decision in the McCool case. 


3. Reserves (s. 12(1)(e)) 

In order to arrive at the proper figure for 
the profit of any enterprise provision must be 
made for losses on current transactions which 
experience has established will be incurred in 
the future. Clearly the profit on a series of 
transactions which takes no account of re- 
bates or losses which, though not yet incurred, 
will certainly be incurred, is inaccurate, and if 
the tax law takes no account of this undoubted 
error the taxpayer suffers an excessive tax bur- 
den which can in some cases be serious since 
the loss carry-over will not absorb every loss. 
If the law is changed as recommended below, 
reserves existing immediately before the 
change might be allowed in the year following 
or otherwise spread over a short period of 
years. 


RECOMMENDATION: That reserves 
should be permitted to provide for costs and 
expenses which are an ordinary risk of busi- 
ness already transacted and which would be 
deductible as an expense if incurred in the 
taxation period, e.g., a reserve for obligations 
to repair or replace products already sold 
(warranties or guaranties). These should be 
permitted to the extent that experience has 
shown them to be reasonable and proper. 


4. Limitation on 
Interest Period (s. 50(6)) 


The reduction in the period during which 
interest is payable on arrears of taxes from 
20 months to 12 months is most welcome, 
evidencing as it does the intention, which is 
being borne out in practice, of making as- 
sessments promptly. Section 50(6) also pro- 
vides that interest shall again become payable 
on the arrears “30 days from the day of mail- 
ing of the notice of the original assessment for 
the taxation year”. The use of the word 
“original” in this phrase may, however, nullify 
the entire advantage gained from the earlier 
portion of the subsection, if the “notice of 
original assessment” is held to be the notice 
which, in this past year, has been issued by 
the Taxation Division within a few weeks of 
the receipt of individual returns. If this re- 
ceipt notice is a notice of original assessment 
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within the meaning of s. 50(6) the whole 
object of the section disappears, and it is 
clear that such was not the intention of Par- 
liament in reducing the interest period from 
20 to 12 months. 

RECOMMENDATION: That the word 
“original” be deleted in the phrase “notice of 
the original assessment” and the phrase be 
amended to read “30 days from the day of 
mailing of the last notice of assessment”. 


5. Personal Corporations — 
Penalty (s. 61(7)) 

The penalty which may be imposed on the 
principal shareholder of a personal corpora- 
tion for failure to file financial statements of 
the corporation with his tax return is extreme- 
ly harsh and, moreover, is unnecessary since 
there is elsewhere in the Act a severe penalty 
for the non-disclosure of investment income 
which would meet the case. 
RECOMMENDATION: That the penalty 
provision be deleted from s. 61(7) or re- 
duced to a nominal amount. 


6. Penalty for Failure to 
File Information Returns (s. 117) 
The penalty imposed by s. 117 for fail- 
ure to file information returns under s. 
106 and s. 112(2) is unnecessarily severe in 
the case of the returns required by the latter 
provision. Section 112(2) requires every 


employed person whose employer is required 
to deduct tax from his remuneration under s. 
44 to file a prescribed return of his marital 
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status and dependents’ allowances. If he fails 
to file such return he will be subject to a tax 
deduction at the source as an unmarried per- 
son without dependents, i.e., at the highest 
tate. Obviously, therefore, his failure to file 
the prescribed return carries with it its own 
penalty, which will be sufficient to ensure that 
the duty is performed. The only person who 
suffers from the failure is the taxpayer, cer- 
tainly not the Revenue, which actually bene- 
fits from the failure. It seems apparent that 
the reference to s. 112(2) was inserted by 
error in s. 117. 


RECOMMENDATION: That s. 117 be 
amended by deleting the reference to s. 
222(2). 


7. Undistributed Income (s. 127) 


It is recommended that a definition of un- 
distributed income be enacted in the language 
employed in s. 94 of the Income War Tax 
Act, subject to two small changes: 


(i) Presumptive dividends as well as 
actual dividends should be deducted 
in computing undistributed income 
(see s. 20 of the Income War Tax 
Act). 

(ii) An income derived from fiscal periods 
ending prior to 1st July 1917 should 
be excluded from the computation, in- 
asmuch as the Income War Tax Act 
was not applied to periods prior to 
that time. 

March 13, 1950 
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NOTES AND COMMENTS 


C may seem like splitting hairs at 
first, but there is really a basic differ- 
ence in the accounting philosophy of 
those who say that assets minus liabilities 
equal proprietorship and those who hold 
instead that assets equal liabilities plus 
proprietorship. It is more than a matter 
of transposing an equation. It is, as a 
matter of fact, an argument of long 
standing and one which found two of 
the most distinguished accountants of re- 
cent times on opposite sides of the fence. 


Henry Rand Hatfield took what has 
been called the “proprietary” view of 
accounting theory. In essence this theory 
said that the purpose of accounting was 
to account for changes in proprietorship. 
It meant that proprietorship should have 
one side of the balance sheet equation 
all to itself, viz., assets — liabilities = 
proprietorship. The genius of double 
entry bookkeeping from this point of 
view is that at the same time it is re- 
cording the changes in assets and liabili- 
ties which result from business transac- 
tions it is also recording the concurrent 
changes, if any, in proprietorship. 


In our opinion this approach has much 
to be said for it both from the point of 
view of the historical development of 
double entry bookkeeping and from the 
point of view of the student approaching 
double entry for the first time. While 
they may no longer be the most import- 
ant forms of business organization, 
double entry theory was originally devel- 


oped to meet the accounting requirements 
of the single proprietorship and partner- 
ship. We think that the single proprie- 
torship must still be the most convenient 
vehicle for introducing bookkeeping 
theory to the newcomer. 

It is interesting to observe that some 
of the recent attempts at overhauling the 
balance sheet to make it more readable 
involve an implicit acceptance of the 
theory held by Hatfield. The now-fam- 
ous balance sheet form used by the 
Caterpillar Tractor Co., for example, de- 
ducts liabilities from assets to arrive at 
a figure for proprietorship, and the com- 
position of proprietorship is then ex- 
plained in an accompanying schedule. 

bd * * 


On the other hand, applying the “pro- 
pfietary” (or “proprietorship” theory to 
the extremely important case of the mod- 
ern corporation is not all clear sailing. 
It remained for W. A. Paton to emphas- 
ize that the difference between liabilities 
and proprietorship, particularly as it re- 
lates to a limited company, is only one 
of degree. It is not realistic to say that 
the creditors, as distinguished from the 
owners, have no interest in the assets of 
the concern especially where limited li- 
ability is a factor. In any event there 
are certainly some kinds of bonds (in- 
come bonds, for example) that are not 
much different from shares. 

To Professor Paton all the items con- 
ventionally shown on the right hand side 
of a balance sheet (that is, both liabili- 
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ties and proprietorship) are tarred with 
the same brush. He prefers to head this 
side of the balance sheet “Equities”. It 
is of course not possible to say that any 
one asset on the left hand side of a bal- 
ance sheet belongs exclusively to any one 
class of creditor or owner listed on the 
other side — at any rate as long as the 
concern remains a going concern. It is 
still true to say, however, that the credi- 
tors and owners alike have an interest 
or “equity” in the total assets. This ac- 
counting philosophy adds up therefore to 
the equation, properties = equities 
(where properties are equal to assets and 
equities represent both liabilities and 
proprietorship). 


In his Accounting Theory, published 
in 1922, Paton writes, “. . . the total 
of the equities at a given date is essen- 
tially determined by the total of the 
properties on the same date. To put the 
matter in its logical sequence it might 
be said that the accountant first deter- 
mines the kind and amount of each asset 
and takes the total of the properties; 
he then apportions this same total among 
the various individuals and interests in- 
volved in accordance with what appears 
to be the legal rights and privileges of 
each equity” (p. 45). Ai little later in 
Accounting Theory he puts it this way, 
“But it cannot be stated too emphatically 
that every equity, proprietary or other- 
wise, furnishes capital (money, commo- 
dities or services); every equity involves 
risk of loss; virtually all equities have 
some privileges and responsibilities with 
respect to management; and all long- 
term equities have rights in income and 
capital” (p. 61). 

To Paton the preoccupation with pro- 
prietorship as such has had unfortunate 
repercussions on the statement of profit 
and loss (or “income sheet” as he pre- 
fers to call it). In the same book he 


says, “The commonly accepted concep- 
tions of the operating accounts advanced 
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by the proponents of proprietary account- 
ing have tended to shut the door to all 
discriminating analysis: of the income 
sheet. As a result the average income 
sheet is a hodge-podge of illogical, non- 
illuminating classifications. . . . The in- 
come sheet of the large corporation, cer- 
tainly, is not an adjunct of any single 
interest or equity in the balance sheet 
to be defined in terms of that interest; 
and any attempt to view it so results in 
distortion of so serious a character as 
largely to destroy the utility of that 
statement” (p. 53). 
+ 


It is perhaps worth adding as a post- 
script to these already extensive motes 
that neither Hatfield nor Paton actually 
originated his particular philosophy of 
accounting but because each of them was 
an especially lucid writer they did suc- 
ceed in making the issue much clearer 
than it had been before. In his delight- 
ful book Accounting Evolution to 1900 
Professor A. C. Littleton traces the de- 
velopment of the two opposing theories 
in the latter part of the nineteenth cen- 
tury. He calls them the “proprietorship” 
and “entity” theories respectively. 


The two philosophies are certainly at 
odds when it comes to deciding what 
the nature of an expense is. By the 
proprietorship theory (assets — liabilities 
= proprietorship) an expense is a nega- 
tive item of proprietorship. There is 
nothing incongruous in charging expen- 
ses entirely against the proprietor. On 
the other hand if the difference between 
liabilities and proprietorship is only one 
of degree (which is the crux of the en- 
tity theory), it is no longer possible to 
charge an expense exclusively against any 
one class of equity. It is incurred on be- 
half of all those with equities in the 
business, both creditors and owners. 

Professor Littleton puts it this way: 
“In a sense this conception [the entity 
theory] tends to place ‘assets’ upon the 











plane of ‘expenses’ by regarding the 
former as productive outlays awaiting 
appropriation rather than as objects in- 
tended for liquidation sale to satisfy 
creditors. The only difference between 
asset and expense is one of time of ap- 
propriation or association with specific 
units of income. . . . This theory also 
definitely gives a greater emphasis to 
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‘costing’ than to balance sheets; the in- 
tention is to associate cost and return, 
effort and effect” (pp. 201-202). It is 
probable, therefore, that the well-known 
contributions of W. A. Paton to the 
cause of income measurement may be 
traced to the fact that he has consistently 
espoused the so-called “entity theory”. 


PUZZLE 


In a very hotly fought battle 70% at 
least of the combatants lost an eye, 75% 
at least lost an ear, 80% at least lost an 
arm, 85% at least lost a leg. How many 
at least must have lost all four? 
(From: Lewis Carroll, A Tangled Tale, 


1881, cited by Yule and Kendall in An 

Introduction to the Theory of Statistics, 

p- 24) 

Note: The solution we propose to submit 
next month does not involve the use 
of statistical techniques. 


SOLUTION TO LAST MONTH’S PUZZLE 


The divisor contains three figures. 

When multiplied by 7 the product consists 
of three figures also, 

Therefore the first figure in the divisor must 
be 1. 

When the divisor is multiplied by the first 
figure in the quotient, the product runs 
into four figures, 

Therefore the first figure in the quotient must 
be greater than 7. 

Similarly the last figure in the quotient must 
be greater than 7. 

The fourth figure in the quotient must be 0 
since two figures must be carried down from 
the dividend before the divisor will di- 
vide into the result. 

Carrying on from here the solution becomes, 
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PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect of 
course the personal views and opinions of the various contributors. They are designed not 
as models for submission to the examiner but rather as such discussion and explanation of 
the problem as will make its study of benefit to the student. Discussion of solutions 


presented is cordially invited. 


PROBLEM 1 


Intermediate Examination, October 1949 
Accounting I, Question 5 (10 marks) 


Describe three methods of calculating depreciation and contrast their effect on reported 
profits over the life of the assets depreciated. 


A SOLUTION 


. Straight line method: In this method the annual charge for depreciation is computed by 
dividing the total depreciation to be provided by the estimated number of years of 
service life of the asset. Where this method is used, the same charge is made against 
profits during each year of the life of the asset. 

. Diminishing balance method: In this method the annual charge is computed as a constant 
proportion of the net carrying value of the asset. Where this method is used, depre- 
ciation charges are high in the first years of the life of the asset, and decrease each 
year. It is assumed that repairs expense may increase as depreciation decreases, so that 
the total charged each year in respect of the asset will remain fairly constant. 


. Production or use method: In this method the annual charge is computed as that pro- 
portion of the total depreciation to be provided over the life of the asset that the pro- 
duction or use during the year bears to the total estimated production or use to be 
obtained from the asset. In this way, the charge to profit for each year bears a con- 
stant ratio to the production for the year. 

. Sinking fund method: In this method the annual charge is computed as that amount 
which, when invested at a certain rate of interest, will, together with the interest there- 
on, accumulate to the total depreciation to be provided for. Where this method is used 
the money must be actually invested in a sinking fund. Under this method, deprecia- 
tion charges increase from year to year, as the interest increases. 

. Annuity method: This method is based on the assumption that interest on the invest- 
ment in the asset should be included as an element of cost. The annual charge is de- 
termined as the annuity, calculated at a specified rate of interest, which will provide 
for the difference between the cost and the estimated salvage value in addition to provid- 
ing for interest on the carrying value of the asset each year. The result is that the 
total charges to expense over the life of the asset exceed the depreciation to be provided 
by the sum of the amounts regarded as interest revenue. 


Editor’s Note: We suggest that the effect of each method of depreciation on profits 
might be illustrated by means of a graph, with time (to represent the life of the asset) 
plotted along the horizontal axis and profits in dollars plotted on the vertical axis. The 
graph for the straight line method would then show a straight line parallel to the hori- 
zontal axis; for the diminishing balance method, a curve sloping sharply upwards; for 
the production or use method, a line sloping upwards assuming a diminishing use of the 
asset over time (or vice versa); for the sinking fund method, a line sloping gently down- 
wards; and for the annuity method a line identical with that for the sinking fund method. 









The Students' Department 


PROBLEM 2 


Intermediate Examination, October 1949 






Accounting I, Question 6 (13 marks) 





A, B and C entered into partnership on 1 Jan 1947. A did not contribute any capital. 
B invested $11,250 and C, $7,500. On 30 Jun 1947, more cash was required and A 
loaned the firm $9,000 at 5% interest per annum. The trading results, before interest, were: 
For year ended 31 Dec 1947 — $6,225 profit. 
For year ended 31 Dec 1948 — $3,000 profit. 
Over the two years, each partner drew $1,200. On 31 Dec 1948, B died, and it was 
decided to dissolve the partnership. 
Total assets realized $30,000. 
Liabilities, not including interest for 1948, amounted to $2,325. 
Required: 
(a) Trial balance of the accounts of the partnership immediately prior to dissolution. 
(b) Journal entries to record the dissolution of the partnership. 
















A SOLUTION 
A, B, & C 


STATEMENT OF PARTNERS’ BALANCES 
for the two years ended 31 Dec. 1948 

























Current Capital Capital 
Account Account Account Total 
A B c 
Balances 1 Jan 1947 $11,250 $ 7,500 $18,750 
Add Interest 30 Jun 1947 to 31 Dec 1948, 
5% on $9,000 for 1%) years ............ 675 675 
Profits for two years ended 31 Dec 
1948 after interest a 2,850 2,850 2,850 8,550 
3,329 2,850 2,850 9,225 
3,525 14,100 10,350 27,975 
Deduct Drawings — two years z 1,200 1,200 1,200 3,600 
Balances, 31 Dec 1948 $2,325 $12,900 $ 9,150 $24,375 







A, B AND C 
TRIAL BALANCE AT 31 DEc 1948 








A — Current account .. $ 2,325 
BS He SEMIN i saccnwscinssateesizcess ; 12,900 
C — Capital . a Sa, : . 9,150 
A — Loan _...... Satis eee 9,000 
Assets... ; el eee $35,700 

Liabilities etc Scots bce eects 2,325 






$35,700 $35,700 





(b) Closing Entries: 
1. Profit and Loss .. Be che ea tea iat Abaca NL $ 5,700 

PRU Sresavdsvsvatuiea eds sadeca ses aluveciazecsdneecscacadteaws toc poouvecsaeneasee tins $ 5,700 
Loss on realization of assets. 
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2. A — Current account Peres Rs pee BL RAL me Sel rack Michie $ 1,900 
Be MNIIR 5 oii csr secenscan ss <trisins : eee a 1,900 
C — Capital Saree heve 
Profit and Loss Nees 
Distribute loss on realization of assets. 


. Liabilities 
A — Loan 
Assets 
Pay off liabilities. 


. A — Current account .. 
B — Capital 
C — Capital 
Assets 
Distribute assets. 


PROBLEM 3 
Final Examination, October 1949 
Accounting I, Question 1 (20 marks) 


Jane’s Bros. Ltd., a company engaged in the manufacture of a standard product, 
has entered into negotiations with Mr. N. Vestor with a view to obtaining from him 
financial assistance. The company has no security to offer other than its working assets, 
and has provided Mr. Vestor with financial statements as at 31 Dec 1947, prepared by 
its chief accountant. These statements in themselves appear favourable but Mr. Vestor, 
before coming to a decision, asks a chartered accountant to make a brief investigation 
of the company’s affairs and arranges for him to be given access to the necessary records. 


The investigation discloses that there have been no substantial changes in the sales 
price of the company’s product during the past five years nor have there been any con4 
siderable fluctuations in the price of material or labour during that period. Stocks of 
work-in-progress and finished products on hand are at all times so small as to be almost 
negligible because the process employed is very rapid and finished goods are sold and 
shipped immediately they are completed. 


The following figures are obtained: 

Purchases Total Total Closing 

of Direct Fixed Variable Inventory 

Year Sales Materials Labour Expenses Expenses Materials 
OI ies. seta $34,050 
1943. $203,200 $34,000 $46,000 $54,000 $50,800 24,000 
1964 .....:....::.... 520000 67,100 69,000 54,000 77,500 23,500 
1945. ... 315,000 79,200 70,000 54,000 78,850 34,000 
1946... .... 360,000 58,500 68,000 54,000 90,000 41,000 
1947... 410,000 79,900 73,000 54,000 102,500 80,000 


Required: 
Write a letter to Mr. Vestor incorporating such analysis of these figures and comments 
thereon as should be of assistance to him in making his decision, 








The Students’ Department 






A SOLUTION 






2100 Perfect Bldg., 
Vancouver, B.C. 





Mr. N. Vestor, 
1800 Model Bldg., 
Vancouver, B.C. 
Dear Mr. Vestor, 








In accordance with the terms of our engagement we have now completed an investi- 
gation of the affairs of Jane’s Bros. Ltd. We list below points which have emerged in 
the course of our examination and which we think are of significance for your purposes. 








1. Since the company has only its working assets to offer as security, your chief 
security lies in continued profitable operations. An analysis of the operations 
for the past 5 years follows: 








JANE’S BROS. LIMITED 







SUMMARY OF OPERATIONS 














1943 1944 1945 1946 1947 
Sales uu. $203,200 $310,000 «$315,000 $360,000 + ~—S»- $410,000 
Opening Inventory ........ $ 34,050 $ 24,000 $ 23,500 $ 34,000 $ 41,000 
Purchases _..... badseay cosets 34,000 67,100 79,200 58,500 79,900 
68,050 91,100 102,700 92,500 120,900 
Closing Inventory 24,000 23,500 34,000 41,000 80,000 
Material Cost ............... 44,050 67,600 68,700 51,500 40,900 
ONO eh delet cetesne3csi 21.7% 21.8% 21.8% 14.3% 10.0% 
Direct Labour _..... 46,000 69,000 70,000 68,000 73,000 
i, cassnarceeanicwrisiees 4 22.6% 22.3% 22.2% 18.9% 17.8% 
Prime Cost)... 90,050 (136,600 ~+—«:138,700 ~—=«119,500 ~—=—«113,900 









Gross margin over prime 
RPM sinectersreescsss = 113,150 173,400 176,300 240,500 296,100 
55.6% 55.9% 56.0% 66.8% 72.2% 






% 


Operating Expenses: 













BE sistusssaienicanicoen 54,000 54,000 54,000 54,000 54,000 
Variable—25% sales 50,800 77,500 78,850 90,000 102,500 
Net Operating Profit ... $ 8,350 $ 41,900 $ 43,450 $ 96,500 $139,600 
Fo Ak SA scarce: 4.11% 13.51% 13.79% 26.81% 34.0% 












2. Since there have been no substantial changes in the sales price of the company’s 
product during the years, nor any considerable fluctuations in the cost of labour 
or material during that period, it would appear that the percentage of gross profit 
and of cost of materials should remain fairly steady. Gross profit has increased 
somewhat, but material cost has fallen significantly in 1946 and 1947. This may 
mean that there is an attempt at “window dressing” and inventories are being 
overstated. 

3. Based upon the percentage of material cost to sales as shown in years 1943, 1944 

and 1945, it might be expected that the inventories at the end of 1946 and 1947 

could be calculated as follows: 
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1946 1947 
Sales $360,000 $410,000 


Opening Inventory $ 34,000 $ 14,020 
Purchases ....... . ee 58,500 79,900 


$ 92,500 $ 93,920 
less material cost of sales estimated as 21.8% 
of sales: Se 78,480 89,380 


Estimated closing inventory . en $ 14,020 $ 4,540 
Closing inventory per books: 41,000 80,000 


Apparent overstatement of inventory sees $ 26,980 $ 75,460 


. Because there is no information given to indicate any change in the basis of in- 
ventory valuation, it may be assumed that no such change has taken place. It 
would therefore appear that the quantities of inventory may be overstated. A 
supervised physical inventory should be taken and the purchases and material used 
since the end of 1947 reconciled to the amount of goods shown. 

. Assuming the estimated inventories prove to be approximately correct, the operations 
for the years 1943-1947 could be summarized as follows: 


1943 1944 1945 1946 1947 
Sales $203,200 $310,000 $315,000 $360,000 $410,000 
Prime cost of goods sold . a 90,050 136,600 138,700 146,480 162,380 
Gross margin over prime cost . ; $113,150 $173,400 $176,300 $213,520 $247,620 
FSM BINS | css 5 escssscnennnis eae 55.6% 55.9% 56.0% 59.3% 60.4% 
Fixed expenses ..... ; ‘ 54,000 54,000 54,000 54,000 54,000 
Variable expenses .. . 5 50,800 77,500 78,850 90,000 102,500 


Net Operating Profit ........ ~ $ 8,350 $ 41,900 $ 43,450 $ 69,520 $ 91,120 
% to sales .............. 4.11% 13.51% 13.79% 19.31% 22.2% 


6. Assuming gross margin over prime cost of 60% of sales price is maintained, the 

breakeven point may be calculated as: 

Total Fixed Costs __54,000 _ _ 54,000 

se 60 — .25 22 

Margin over prime cost less ; 

variable expense 
or $154,285. Sales must therefore not be allowed to fall below this figure, and 
labour and material costs must be held in line so that the gross margin over prime 
cost increases sufficiently above 60% to compensate for the decreased volume, or 
losses will be sustained. The average net profit over the five years as a % of sales, 
on the basis of the adjusted figures is approximately 16%. In order to sustain 
such a net profit ratio, assuming the continuance of the present sales to prime cost 
ratio, sales must not fall below $284,000. 
Yours very truly, 


SMART & WISE, 
Chartered Accountants 
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PROBLEM 4 
Final Examination, October 1949 


Accounting I, Question 2 (10 marks) 


Upon the completion of the audit of the STU Co. Ltd., the auditor submitted to the 
management and directors, in addition to the usual balance sheet and statement of profit 
and loss and surplus, the following statement of source and application of funds: 


STU CO. LTD. 


STATEMENT OF SOURCE AND APPLICATION OF FUNDs 
for year ending 30 Sept 1949 


Funds were derived from: 
Net profit for the year ............ . $351,600 
Add charges not involving sodaction “ ‘teins 
Depreciation 
Amortization of reuehedd: 


—#—— $420,600 
Sales of investments . Ramin en, ea Re. 134,000 


Be cc ir Cy: Ue ad tere ok $554,600 
Funds were applied as follows: 

Buildings and equipment purchased ..... $509,100 
Preferred shares retired, 1,120 @ $105 . 3 117,600 
Bonds redeemed, 2,900 @ $102 ..............0.ceeeeeees nantes — 2IRCOG 
Dividends preferred 6% . ... 180,000 
GP MRNMNN DN DG toe sch cays na Neehs sosde 140,000 

1,242,500 


Net decrease in working capital . Te Files Nord Cas. 38 Joc} tek cainteas wc. $687,900 
Made up as follows: 
30 Sept. 1948 30 Sept. 1949 Working Capital 
Increased Decreased 
Cash on hand and in bank $ 126,700 $ 97,000 $ 29,700 
Accounts receivable . a 513,000 521,000 $8,000 
Inventories ........... 1,176,000 782,000 394,000 


$1,815,700 $1,400,000 $8,000 423,700 
Less accounts and notes payable . 800,000 1,072,200 272,200 


Working Capital $1,015,700 $ 327,800 $8,000 695,900 


8,000 


Net Decrease in Working Capital $ 687,900 


Required 
State why the auditor would include this statement, and explain what the study of 
the statement should convey to the management and directors of the STU Co. Ltd. 
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A SOLUTION 


The auditor would include this statement to make more readily available an analysis 
from the potential information included in the financial statements, particularly because 
during the year the working capital has decreased materially. In 1948, the ratio of current 
assets to current liabilities was 2.27:1; in 1949 it dropped to 1.3:1. This decrease should 
be brought to the attention of the management and directors, and in order to help the 
executive to correct the situation, the auditor has analyzed and set out in this statement 
the reasons for the change. The statement summarizes changes in the working capital 
between the two balance sheet dates. It shows how funds received were applied and so 
helps to point up any excess expenditure of current funds. 

The study of the statement should convey to the management and_directors that: 

1. Over 80% of earnings were paid out in dividends and in addition preferred shares 
and bonds were retired and fixed assets purchased. Investments (apparently long- 
term) have been sold to produce some of the required funds and working capital 
has also been seriously depleted. 

. Inventories have been materially decreased, and yet current liabilities have increased. 
Usually, reduction of inventories should result in reduction of current liabilities; 
possibly these liabilities may be for fixed assets purchased or may include dividends 
payable. 

. The company has attempted to retire its long-term indebtedness out of operations, 
and at the same time add to the fixed assets and continue to pay dividends. This 
has resulted in a weakening of the working capital position. It will be necessary 
to watch future expenditures closely in order to retain and improve the present 


current position. 


Professional Notes 


BRITISH COLUMBIA 


Messrs. Campbell, Imrie & Shankland, Char- 
tered Accountants, announce the appointment 
of Mr. A. J. Park, C.A. as resident manager 
of their Vernon office. 


a e * 
Mr. R. W. C. Hopkins, C.A. announces 
the removal of his offices to Rm. 1624, Marine 
Bldg., 355 Burrard St., Vancouver. 


ONTARIO 
O'Sullivan, Fenny & Co., Chartered Ac- 
countants, announce that the partnership of 
Messrs. Frank W. O'Sullivan and W. G. 
Fenny has been dissolved. Mr. O'Sullivan 
will continue the practice of his profession 
under the name of F. W. Sullivan, C.A., with 
offices at 159 Bay St., Toronto. 
- + = 
W. W. Pollock & Co., Chartered Account- 
ants, announce the removal of their offices 


to the Ontario Bldg., 93 Ontario St., St. Cath- 
arines. 
a . * 

Henry Barber, Mapp & Mapp, Chartered 
Accountants, 112 Yonge St., Toronto, an- 
nounce the admission to partnership of Mr. 
Douglas M. Haig, C.A. 


NOVA SCOTIA 

Messrs. C. W. Gurnham, C.A. and W. J. 
F. Hanright, C.A. announce that they will 
cafry on the former practice of Archibald, 
Gurnham & Co., Chartered Accountants, under 
the new firm name of Archibald, Gurnham & 
Hanright, Chartered Accountants, with offices 
at 138 Roy Bldg., Halifax. 


QUEBEC 


Mr. Max N. Padber, B.Com., C.A. an- 
nounces the removal of his offices to Ste. 105, 
354 St. Catherine St. E., Montreal. 





